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OPINION

This is a case of first impression in this State wherein the Attorney Generd sought to
involuntarily dissolve Cherokee Children and Family Services, Inc. (*CCFS’) and Cherokee
Children Nutrition, Inc. (*“CCN”) viathe authority granted in Tenn. Code Ann. 8§ 48-64-301(a)(1).
CCFSand CCN aretworelated nonprofit public benefit corporationsthat aretax-exempt under state
and federal law. The Attorney General sought appointment of arecever to marshal the remaining
nonprofit assets, dissolve the corporations, and distribute the assets to other “legitimate” nonprofit
organizations. He aleged that CCFS and CCN had repeatedly violated the Tennessee Nonprofit
Corporation Act and specifically questioned numeroustransactions, including: (1) rental of property



owned by the executive director to the corporations; (2) hiring of the executive director’s husband
as accountant for the corporation; (3) investment of CCFS moniesin alocal start up bank; and (4)
several transactions and purchases by the corporation for the benefit of the executive director, her
family, and friends.

A hearing was held in Davidson County Chancery Court regarding a motion for temporary
injunction and appointment of a custodian pendente lite filed by the Attorney General. The tria
court entered a temporary injunction requiring CCFS and CCN to grant access to their records by
the Attorney General, to protect and preserve all books and records, and to adhere to a $50,000 a
month budget for six months. The trial court declined to appoint a custodian pendente lite at that
time. Both parties then filed motions for summary judgment.

Six monthslater, thetrial court heard oral argument on both motionsfor summary judgment.
The Chancellor granted the Attorney General’s motion for summary judgment and made the
following findings:

1. that the Attorney General is entitled to a receiver for defendants and is
entitled to proceed with dissolution;

2. that the Defendants have abandoned their public purposes and have devoted

themselves to private purposes;

that thisisnot in keeping with the Tennessee Nonprofit Act;

that the Attorney General has the authority to take action under his statutory

supervisory power over nonprofits and as a representative of the public

interest; and

5. that there is an immediate need for the Attorney General to take over the
assets of the defendants; . . . .

~w

Thetrial court appointed areceiver and enumerated his dutiesand responsibilitiesaswell as
the scope of his authority under Tenn. Code Ann. § 48-64-303."

CCFS and CCN appeal arguing that the trial court improperly granted summary judgment
in favor of the Attorney Genera and improperly denied their own motion for summary judgment.

1The trial court denied CCFS’'s and CCN’s motion for stay pending appeal, ruling that a stay would “interfere
with the Attorney General’sright to carry out his duties.” The corporations sought a stay from this court, which was
denied. Thus, the assets have remained under the protection of the receiver.
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|. Background

WillieAnn Madison? incorporated CCFS as a nonprofit public benefit corporation in
December of 1989 under the auspi ces of the Tennessee Nonprofit CorporationAct, Tenn. Code Ann.
88 48-51-101 et seq. According to a charter amendment made April 19, 1990, the purposes of the
corporation were:?

.. . to provide transitional child care services for children of low-income families
referred by the Department of Human Services. Fundsfor this project are provided
by Federal and State block grants which are used for tuition payments and
administrative expenses.

The services provided by CCFS include listing and classification of child care
providers, referrals of qualified families to appropriate child care centers, and the
monitoring and supervision of each placement under guidelines provided by DHS.
Upon the dissolution of CCFS, all remaining assets will be returned to the Federal
and State offices which supplied the origind grants.*

CCFS had no members. According to the charter, as amended, CCFS was intended to
operate as a charitabl e organization within the meaning of section 501(c)(3) of the Internal Revenue
Code of 1986. In fact, the amended charter included the following in its statement of purposes:

.. . exclusively religious, charitable, scientific, literary, and educationa within the
meaning of section 501(c)(3) of the Interna Revenue Code of 1986 or the
corresponding provision of any future United States Internal Revenue law.

Notwithstanding any other provision of thesearticles, thisorganization shall not carry
on any activities not permitted to be carried on by an organization exempt from

2At that time, Mrs. M adison was WillieAnn D augherty.
3The purposes set forth in the original charter were:

(a) To provide comprehensive socia service for young peoplefrom infancy through nineteen (19) yearsof age
who are teenage mothers, handicap children, under-achievers in school and special-problem children.

(b) To mobilize and utilize resources, both public and private; to offer continuous and progressively
comprehensive social services appropriate to our target group or clientele.

(c) To do anything necessary and proper for the accomplishment of the foregoing purpose and goals,
provided same is not inconsistent with the laws of the State of Tennessee and the United States of
America.

4Accordi ng to CCFS, many of the organizersof CCFS were early childhood educators or child care providers

and, consequently, there had always been an emphasis on helping parentsto obtain child care services, and the charter
was amended to reflect this purpose.
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Federal income tax under section 501(c)(3) of the Internal Revenue Code of 1986 or
the corresponding provision of any future United States Internal Revenue law.

On or about June 18, 1990, CCFSfiled an application for exemption under 501(c)(3) of the
Internal Revenue Code. The RS approved the application for tax exempt status. Inthe application,
CCFSrepresented that neither Mrs. Madison, William Davis (Mrs. Madison’ sfather) nor any other
individual listed asan officer or director® weredisqualified persons’ with respect to the organi zation.
CCFSrepresented that itsfacilities or operations would not be managed by another organization or
individual under acontractual agreement and that the organi zation was not a party to leases. CCFS
assertsthat these statementsweretrue at thetimethey were made, but could have changed thereafter.

CCFS entered into a contract with the Tennessee Department of Human Services (“DHS’)
to provide childcare brokerage services to low income families in Shelby County in 1990. CCFS
also contracted with DHS to provide meal and related administrative services under the Child and
Adult CareFood Program (“ CACFP’) and certain other servicesfor underprivileged children. CCFS
began providing registration and transportation services under contracts with DHSin 1998. CCFS
continued to work pursuant to contracts with DHS until the contracts were terminated in 2000.

On November 2, 1998, CCN was incorporated as a public benefit corporation. CCN was
organized to handle certain portions of the food program for which CCFS was respongble in
accordance with contracts between CCFS and DHS. Ontheinitid corporate paperwork filed with
the Secretary of State, WillieAnn Madison was listed as the incorporator.” The Charter filed with
the Secretary of State was afill-in-the-blank form and did not indicate the purpose. However, inits
application for tax exempt status, CCN attached the foll owing, entitled, Charter, Part 111 Activities
and Operational Information:

The Cherokee Children Nutrition (CCN) will bechartered by the State of Tennessee.
Its mission is to serve minority children, infants to age seventeen, in ways that are
educational, nutritional, healthful, and with social [sic] social services. The target
areais the City of Memphis, Tennessee within the County of Shelby.

A. CCN will provide brokering servicesto al know [sic] areachild care providers.
CCN will work with clients to enable them to identify accessible, safe and sanitary
child care placements.

5The othersidentified as officersor directorswere Watson Anderson, Gwendolyn Mizell,and Samuel Hingha.
6The application for Recognition of Exemption under Section 501(c)(3) of the Internal Revenue Code defines
a“disqualified person,” in relevant part as “any person who, if the applicant organization were a private foundation, is

... [&] foundation manager . . . [or @ ‘member of the family’ of any [such] person. . .."

7The otherincorporatorslisted wereWilliam Davis and Ida Porter. Both Mrs. Porter and Mr. Davisdenied any
involvement in the creation or incorporation of CCN.
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B. CCNwill provideand set up beforeand after school programsfor theschool -aged
child up to nine (9) years old.

C. CCN will oversee basic and specialty health and nutritional services.

D. CCN will serve as a resource to child care providers in training, physical
improvements, and other components.

E. CCN proposesto provide personal and social counselingto AFDC familiesat the
earliest possible date.

F. Funding Sources. Federa grants, federal/state funds and grants, USDA Food
Program, fund-raisers, and donations.

SUMMARY : Theplight of minority children deservesurgent attention and action for
care, enrichment, education and general services. Cherokee Children Nutrition
(CCN) is formed to respond positively and culturally to these needs of a growing
population who will become our leaders, parents, and professionals.

The Charter of CCN was amended in 1999 to reflect a new address. CCN also had no
members. CCN also filed an application with the IRS for exemption under 501(c)(3) of the Internal
Revenue Code. In CCN’sIRS exemption application, Mrs. Madison, Mr. Davis, John Madison Sr.,2
and |da Porter were listed as the Executive Director, Secretary, Treasurer, and Chairperson of the
Board of Directors, respectively. Theapplication stated that Mrs. Madison wasthe only person that
received compensation from the corporation and that the amount of that compensati on was $50,000.°
CCN represented that none of the officerswere disqualified personswith respect to the organization
and that the corporation was not controlled by any other organization. CCN failed to answer the
guestion of whether it was the outgrowth of (or successor to) another organization or whether it had
a specia relationship with another organization by reason of interlocking directorates or other
factors. CCN also stated that its facilities and operations would not be managed by another
organization or individual under a contractual agreement and that it was not a party to leases. The
IRS approved the application for tax exempt status.

8Mr. Madison is the husband of WillieAnn M adison.

9Other testimony and records indicate that as of December 1999, the corporations proposed a budget to DHS
apportioning Mrs. M adison’s $125,000 salary, with $100,000 to be paid by CCFS and $25,000 by CCN. An employee
of DHS testified that the Department agreed to divide her salary between the two entities based upon her estimate that
her time was roughly divided based on the number of employees each entity had, approximately 12% to CCN and 88%
to CCFS. Thisdiscussion of salary does not address other additional compensation such as bonuses.
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Under the 1990 contract with DHS, the State compensated CCFS and CCN by reimbursing
the company for expenses incurred.’® The contracts in effect from 1992 to 1999 significantly
changed the payment program by providing that CCFS and CCN would be paid a percentage
(between 3% and 3.5%) of the funds DHS paid to daycare centers for Cherokee-placed children.
CCFS was not required to report its costs to DHS under this type of contract.™ From January 1,
2000, to August 21, 2000, the parties operated under a third contract that reverted to the cost
reimbursement plan.*

Our Supreme Court has recently described the relationship between CCFS and the State:
Between 1990 and 2000, Cherokee contracted with TDHS to perform certain

functions related to government-subsidized child care servicesin Shelby County. It
is important to note here that Cherokee did not ‘care for’ or ‘keep’ children in the

10The Tennessee Supreme Court recently stated that:

The first contract, executed in 1990, was a grant contract under which Cherokee performed services
on acost-reimbursement basis. Priorto the commencement of any work by Cherokee, the State would
approve “allowable costs” in advance, then Cherokee would spend funds to perform the work and
invoice the State for reimbursement of the approved costs.

Memphis Publ’g Co.v. Cherokee Children & Family Servs., Inc., No. M2000-2382-SC-R11-CV & No. M2000-01705-
SC-R11-CV, 2002 Tenn. LEX1S379,at*6, _ SW.3d__,__ (Tenn. Sept. 5, 2002).

llThe Supreme Court found that:

The second contract, in effect from 1992to 1999, changed the method of payment to afee-for-services
arrangement, under which Cherokee was paid a“commission” calcul ated as a percentage of thefunds
disbursed by TDH Sto day care centersasaresult of Cherokee’s administrative services. The money
received by Cherokee under the 1992 contract was dependent only on satisfactory performance of the
work and on the total funds disbursed by the State to day care services; the State disclaimed any
responsibility for losses or taxes incurred by Cherokee in the performance of the contract.

Memphis Publ’g Co., 2002 Tenn. LEXIS 379, at*6, __ SW.3dat___ .
12The affidavit of Dilworth W eathers, assistant to Mrs. M adison, states:

In 1999, the State selected Cherokee [CCFS] to administer the child care brokerage program under
the new cost reimbursement system. . . . Under the new program put out for bid, the selected
contractor would pay the expenses of the program in compliance with a budget which had been pre-
approved by the state. Under the cost reimbursement contract, the selected contractor would submit
to the State, on monthly vouchers, expensesincurred by the contractor which the contractor believed
had been incurred in accordance with the State-approved budget.

The corporations’ brief explains that at the end of 1998, when Cherokee was preparing to apply for the 2000 broker
contract, it was informed that it would be areimbursement/grant contract. In order to apply for that contract, CCFS was
required to submit a proposed budget to DHS before any reimbursement claim could be made.



strictest sense. Rather, it served asa ' brokering agency’ that screened applicantsand
assisted eligible applicantsin locating approved child care providers. TDHSpaidthe
child care subsidies directly to the care centers; Cherokee, therefore, was not
involved in the payment of subsidies for the child care services. Virtualy all of
Cherokee' s operating revenue, however, came from government sources.

MemphisPubl’ g Co. v. Cherokee Children & Family Services, No. M2000-2382-SC-R11-CV & No.
M2000-01705-SC-R11-CV, 2002 Tenn. LEXIS 379, at *5,  SW.3d __,  (Tenn. Sept. 5,
2002).

As the Supreme Court found, the vast majority of the income of both CCFS and CCN has
come from contracts with DHS or other government programs.*® Thetotal revenue received from
DHS by CCFS and CCN, including earned commissions, was $3,055,004 in 1998, $6,869,465in
1999, and $4,910,477.08in 2000. All of CCFS'semployees performed services under the contracts
with the state. Id.

Mrs. Madison has been theExecutiveDirector of CCFSand CCN sincetheir inception. Her
compensation included a salary and, from time to time, she has received additional compensation
or bonuses. According to CCFS, this additional compensation was based on the success of the
program.

The State canceled its contract with CCFS by letter dated August 21, 2000, which
termination was to be effective September 22, 2000. CCN received a letter on August 21, 2000,
terminating its contract with DHS effective that day.

After the Attorney General began the investigation that led to the institution of this action,
the current Board of Directors, which consists of two longtime members and two new members,
undertook toreview past corporateaction or transactions, including rel ated party transactions, aswell
astheallegations of the complaint regarding misapplication or wasting of assets. TheBoard ratified
many of the prior transactions, instituted new controls, reduced its operating expenses significantly
because of the loss of the State contracts, and settled an issue of rent overpayments, as more fully
discussed below.

The corporate assets of CCFS remaining were reported by the appointed receiver to include
approximately $288,000 in cash in various accounts; three (3) vehicles; 30,000 shares of stock in

13The Supreme Court found that over ninety-nine percent (99%) of CCFS'’ s funding came from governmental
sources. Id. 2002 Tenn. LEX1S 379, at*6, _ SW.3dat__ .
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Memphis First Community Bank; real property; and office equipment.”> CNN’s assets included
approximately $2,900 in cash in accounts. Theremaining assets of these nonprofit corporationsare
what is at stake in this litigation. The Attorney General sought to have a receiver appointed to
identify and protect those assets and to distribute them to other nonprofit entities after dissolution
of the corporations. The corporations sought to maintain control of the assets.

[I. The lssues

The Attorney General’s action is based on Tenn. Code Ann. § 48-64-301(a)(1) which
authorizes a court to dissolve a nonprofit corporation in an action brought by the Attorney General
if it is established that the corporation:

(A) Obtained its charter through fraud;

(B) Has exceeded or abused the authority conferred upon it by law;

(C) Has violated any provision of law resulting in the forfeiture of its charter;

(D) Has carried on, conducted, or transacted its business or affairsin a persistently
fraudulent or illegal manner;

(E) Isapublic benefit corporation and the corporate assets are being misapplied or
wasted; or

(F) Is apublic benefit corporation and is no longer able to carry out its purposes,
provided, that the enumeration of these grounds for dissolution shall not exclude
actions or specia proceedings by the attorney general and reporter or other state
officids for the dissolution of a corporation for other causes as provided in this
chapter or in any other statute of this state; . . . .

In such aproceeding, the court al so has authority to “issue injunctions, appoint areceiver or
custodian pendente lite with all powers and duties the court directs, take other action required to
preserve the corporate assets wherever located, and carry on the business of the corporation until a
full hearing can be held.” Tenn. Code Ann. § 48-64-302(c).

Onappeal, the Attorney Generd arguesthat several of thestatutory groundswere established:
(1) the corporations abandoned their public purpose and have been devoted to private gain and,
conseguently, the corporate assets were misapplied or wasted; (2) the corporations have operated in
a persistently fraudulent and illegal manner; and (3) the corporations are unable to carry out their
nonprofit purposes.

Inresponse, the corporationsarguethat: (1) the Attorney General fail edtoallege or show that
the corporations conducted their business in a persistently fraudulent or illegal manner; (2) the

14The receiver reported that CCFS had 19,000 shares and CCN had 11,000, with a total purchase price of
$300,000.

15On May 4, 2001, an agreed order of sale and compromise was entered by the trial court approving the sale
of certain items, primarily office furniture, to WillieAnn Madison and John Madison for $5,300.
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Attorney General failed to provethat Cherokee’ scorporate assetswere misapplied or wasted; (3) the
Attorney General cannot show that the corporations are no longer able to carry out their purposes;
and (4) the business judgment rule, plead as an affirmative defense, insulates certain corporate
actions by creating a presumption of the regularity of business decisions, and the Attorney General
failed to overcome that presumption. In addition, the corporations assert that summary judgment
was improper because there are disputed material facts, the Attorney General failed to meet his
burden of proving that dissolution waswarranted, no expert proof was presented on issuesrequiring
such proof, and the corporations presented their own expert proof to rebut several claims. Finally,
the corporations assert that some of the documents and records filed by the Attorney Generd in
support of the motion for summary judgment were unauthenti cated and contai ned someinadmissible
evidence, should not have been considered by the trial court, but could have been so considered.

[11. Nonprofit Corporations

The two corporations were both formed pursuant to the Tennessee Nonprofit Corporation
Act, Tenn. Code Ann. 88 48-51-101 et. seq.™® Nonprofit corporationsin Tennessee can bereligious
corporations, publicbenefit corporations, or mutual benefit corporations. Tenn. Code Ann. §48-52-
102(a)(2). Both corporations herein are public benefit corporations.

Nonprofit corporaions can be divided into two classes. One called donative
nonprofits or public benefit corporations; the other called commercial nonprofits or
mutual benefit corporations. Thedonativetypeisgenerally acharitable organization
providing service to the general public.

19 WiLLiIAM MEADE FLETCHER ET AL., FLETCHER CYCLOPEDIA OF THE LAwW OF PRIVATE
CoORPORATIONS § 2:15 (Perm. ed. 1994) (citations omitted). Under the Revised Model Nonprofit
Corporation Act, public benefit corporationsaretreated differently fromthe other two classifications
in several areas, including: (1) the ability to make distributions to members or controlling persons
and (2) the supervisory powers vested in the attorney general of the state of incorporation.

Both corporations herein also applied for and received tax exempt status under 8 501(c)(3)
of the Internal Revenue Code, and both adopted corporate statementsindicating their intent was to
operate as a § 501(c)(3) organization.'” That section exempts from taxation “ corporations, and any
community chest, fund, or foundation, organized and operated exclusively for religious, charitable,
scientific, testing for public safety, literary, or educational purposes.” It also requiresthat “no part
of the net earnings of [the exempt organization] inures to the benefit of any private shareholder or

16By 1987 Tenn. Pub. Acts, ch. 242, Tennessee adopted the Revised Model Nonprofit Corporation Act, which
became effective January 1, 1988.

17 . . N . . .
Charitable nonprofit organi zations are exempt from federal income taxation under provisionsof the Internal

Revenue Code. In addition, entities exempt under section 501(c)(3) are entitled to receive tax deductible contributions
from donors.
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individual.” This prohibition on the distribution of net earningsisreinforced by federal regulations
interpreting 8§ 501(c)(3):

[A]n organization is not organized or operated exclusively for one or more
[charitable purposes] . .. unlessit serves apublic rather than aprivateinterest. . . .
[Tt is necessary for an organization to establish that it is not organized or operated
for the benefit of private interests such as designated individuds, the creator or his
family, shareholdersof the organization, or personscontrolled, directly orindirectly,
by such private interests.

Treas. Reg. § 1.501(c)(3) - 1(d)(1)(ii) (as amended in 1991).

These definitions describe the most commonly used and understood meaning ascribed to
“nonprofit” entities. “Nonprofit corporations generally are recognized to be public or charitablein
nature.” State ex rel Boone v. Sundquist, 884 S.\W.2d 438, 444 (Tenn. 1994). A basic distinction
between for profit and nonprofit entitiesisthe possibility of private enrichment. Thus, “[i]n general
terms, anonprofit enterpriseisan organization in which no part of theincomeisdistributableto its
members, directors or officers....” RONALD LEE GILMAN, TENNESSEE CORPORATIONS § 11B-1
(2001). To be more precise,

...onecrucial featuredistinguishes nonprofit corporate governance from that of for-
profit corporations: nonprofit corporations are subject to the non-distribution
constrant. The non-distribution constraint prevents the organization from
distributing its net earnings to those in control of the corporation; . . . .

Developmentsin the Law - - Nonprofit Corporations, 105 HARv. L. Rev. 1578, 1582 (May 1992)
(footnotes omitted).

In fact, it has been stated that, “[t]he basic question to be asked in determining whether a
corporation is ‘nonprofit’ iswhether the corporation is being exploited for direct monetary gain.”
FLETCHER, supra, a 8 68.05. There is no prohibition on a nonprofit corporation conducting
enterprises for income or from accumulating earnings. However, such revenues must be used for
the purposes set forth in the charter and there must be no pecuniary gain to the incorporators or
members, and no distribution of income or profitsto them. Id.

Under the Model Nonprofit Corporation Act (1964) a “not for profit” corporation was
defined as a corporation no part of theincome of which is distributable to its members, directors or
officers. MobeL NONPROFIT CORPORATION ACT 82 (1964); FLETCHER, supra, at §68.05. Although
the Revised Model Act did not retain this definition, that decision has been explained as follows:

The Drafting Committee, on the other hand, took the position that provisions of the

Revised Act such as the election between public benefit and mutual benefit status,
the limitationson distributionsto members or controlling personsin apublic benefit
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Lizabeth A. Moody,*® The Who, What, and How of the Revised Model Nonprofit Corporation Act,

corporation, restrictions on unreasonable compensation, and the regulatory powers
of the attorney general provided ample regulation to insure nonprofit operation. In
addition, the Drafting Committee had concluded that the ability of any corporation
to limit the corporate purposes in its articles of incorporation provided ample
protection and all owed the corporationto obtaintax exempt statusand attract specific
contributions.

16 N. Ky. L Rev. 251, 281 (1988).

Thisprohibition on distribution of corporate assetsor earningsto those operating anonprofit
corporation has been reinforced by specific statutory provisions. Under Tenn. Code Ann. § 48-63-
101 anonprofit corporation may make no distributions that are not authorized by Tenn. Code Ann.
§48-63-102. That section provides that a public benefit corporation may make distributionsto its
members: (1) who are public benefit corporations; and (2) if in conformity with its charitable
purposes. Tenn. Code Ann. 8§ 48-64-102(b). “Distribution” is defined as “the direct or indirect
transfer of assets or any part of the income or profit of a corporation, to its members, directors, or
officers.” Tenn. Code Ann. § 48-51-201(11). Thus, in combination, these statutes clearly prohibit
thetransfer of assets, income, or accumulated revenue to any individual who isamember, director,
or officer of the corporation. The satutory exception to that prohibition is found in the definition

“distribution.”

Id.

“Distribution” does not include:

(A) The payment of compensation in areasonable amount to its members, directors,
or officersfor services rendered;

(B) Conferring benefits on its members in conformity with its purposes;

(C) Repayment of debt obligationsin the normal and ordinary course of conducting
business activities; or

(D) Theincurrenceof indebtedness, whether directly or indirectly (includingthrough
aguaranty), for or on behalf of a member, director or officer.

In addition to these limitations on distributions, nonprofit corporations are specifically
prohibited from lending money to, or guaranteeing the obligation of, a director or officer of the

corporation. Tenn. Code Ann. § 48-58-303.

18M s. Moody was chair of the Nonprofit Corporations Committee, Section of Business Law of the American

Bar Association which drafted the Revised M odel Nonprofit Corporation Act.
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Nonprofit corporations are eligible for beneficid treatment in a number of areas*
particularly taxation. Such treatment is in recognition of the benefit to the public good resulting
from the work of most nonprofit organizations. Exemption from federal taxation and tax-
deductibility of donations are benefits of classification asa§ 501(c)(3) entity, but that classification
isbased upon essentially charitable purposeswhere the public goodisserved, not the privateinterest
of any corporate insider.

The federal tax exemption, which has appeared in federal tax statutes since 1894, seeks “to
encourage the development of private institutions that serve a useful public purpose or supplement
or takethe place of publicinstitutionsof the samekind.” Bob JonesUniv. v. United Sates, 461 U.S.
574,588, 103 S. Ct. 2017, 2026 (1983). It isthe unmistakable legidative intent that entitlement to
501(c)(3) tax exemption “depends on meeting certain common-law standards of charity - - namey
that an institution seeking tax-exempt status must serve a public purpose and not be contrary to
established public policy.” Id. 461 U.S. at 586, 103 S. Ct. at 2026. The objective of the exemption
was to promote certain charitabl e purposes, aterm that has been used in the law of charitable trusts
for hundreds of years. 1d. 461 U.S. at 588, 103 S. Ct. at 2026.

Similarly, the Tennessee Constitution authorizes the legislature to exempt from taxation
property held and used for purposes purely religious, charitable, scientific, literary, or educational.
Tenn. Const. art. I1, 8 28. Thelegidature has enacted statutes providing for such exemption, but has
specifically stated the property of institutions shall not be exempt if:

The organization thereof for any such avowed purpose be a guise or pretense for
directly or indirectly makingany other pecuniary profit for suchinstitution, or for any
of its members or employees, or if it not be in good faith organized or conducted
exclusively for one (1) or more of these [religious, charitable, scientific, or
educational] purposes.

Tenn. Code Ann. § 67-5- 212(a)(3)(B).

Thisexemption and the liberal interpretation applied to tax exempt statutes are based upon
the “benefit conferred on the public by such institutions, and a consequent relief, to some extent, of
the burden upon the stateto carefor and advancetheinterests of itsown citizens.” LaMannav. Elec.
Workers Local Union No. 474, 518 S.W.2d 348, 352 (Tenn. 1974) (quoting Book Agents of

19The beneficial treatment of nonprofit organizations has been described as follows:

Nonprofit organizations receive their most conspicuously favorable treatment through the tax laws.
They have, historically, received privileged treatment in many other areas of the law as well.
Specifically, nonprofits have enjoyed special treatment under the laws governing unemployment
insurance, bankruptcy, Social Security, collective bargaining, securities regulation, theminimum wage,
copyright, antitrust, custom duties, and postal rates.

Developments in the Law - - Nonprofit Corporations, supra, at 1677-78.
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Methodist Episcopal Church, South v. Sate Bd. of Equalization, 513 SW.2d 514, 521 (Tenn.
1974)).

Thus, itis clear that the bargain made with the government, the taxpayers, and the public in
return for benefits such astax exemption isthat the organization will be operated for the public good
and not to enrich those involved in running it.

Even before the adoption of the Revised Model Nonprofit Corporation Act, it haslong been
thelaw in Tennessee that nonprofit corporations are required to operae for public purposes and not
for individual private gain. See, e.g., Highlander Folk Sch. v. Sate ex rel. Soan, 208 Tenn. 234,
240, 345 S.W.2d 667, 669 (1961) (holding that the operation of aschool for the personal gain of the
individual who controlled the finances and to whom the school’ s rea property was given was “a
misuse and abuse of its powers, and perversiveof the objectsfor which it was created and injurious
to the public”).

Adherenceto the fundamentd character of anonprofit corporation isintendedto beinsured,
in part, by the fiduciary duties imposed on officers and directors of such corporations. It iswell
established that officers and directors of a for profit corporation owe a fiduciary duty to the
corporation and its members or shareholders. Founders Life Corp. v. Hampton, 597 SW.2d 897,
899 (Tenn. 1980); Johns v. Caldwell, 601 S\W.2d 37, 41 (Tenn. Ct. App. 1980). Directors and
officers of corporations are bound to the exercise of the utmost good faith, loyalty, and honesty
towardthe corporation. Knox-Tenn Rental Co. v. JenkinsIns., Inc., 755 S.W.2d 33, 36 (Tenn. 1988);
Hayes v. Schweikart’s Upholstering Co., 55 Tenn. App. 442, 466, 402 S.W.2d 472, 483 (1965).
“[T]he directors of a corporation have to see to it that the corporation had the benefit of their best
judgment and act solely and always with reasonable care in good faith to promote its welfare.”
Neese v. Brown, 218 Tenn. 686, 700, 405 S.\W.2d 577, 584 (1964).

Directorsand officersof nonprofit corporations also owe afiduciary duty to the corporation.
Sateexrel Oliver v. Soc’y for Pres. of Common Prayer, 693 S.\W.2d 340, 343 (Tenn. 1985). There
are two basic fiduciary duties: the duty of care and the duty of loyalty. They are embodied in the
Revised Model Nonprofit Corporation Act?® and have been enacted in Tennessee:

(@) A director shall discharge all duties as a director, including duties as a member
of acommittee:

(1) In good faith;
(2) Withthe carean ordinarily prudent personin alike position woul d exercise under
similar circumstances; and

20The official comments to the Revised Act state that the general duty of loyalty is found in the requirement
that directors act in good faith and in a manner they reasonably believe isin the best interest of the corporation and that
theduty of careisstated in the prudent personin alike position requirement. REVISED M oDEL NONPROFIT CORPORATION
AcT §8.3cmt. 2 and 4 (1987).

-13-



(3) In amanner the director reasonably believes to be in the best interests of the
corporation.

Tenn. Code Ann. 848-58-301. A corporateofficer with discretionary authority is subject to the same
standards. Tenn. Code Ann. § 48-58-403.

These statutory standards of conduct for directors and officers of nonprofit corporations are
similar to those for their counterpartsin for profit corporations.* However, because the missions
of the two types of corporations are different, the duty of loyadty is defined somewhat differently.
Theofficersand directors of afor profit corporation are to be guided by their duty to maximizelong
term profit for the benefit of the corporation and the shareholders.?? A nonprofit public benefit
corporation’s reason for existence, however, is not to generate a profit. Thus, a director’s duty of
loyalty lies in pursuing or ensuring pursuit of the charitable purpose or public benefit which isthe
mission of the corporation.

“The central purpose of fiduciary duties of officers and directors of nonprofit corporations
isto ensure that a corporation’ s resources are used to achieve the corporation’ s purposes and not to
enrich the directors.” Developments in the Law - - Nonprofit Corporations, supra, a 1601. In
particular, the duty of loyalty requires that a director or officer faithfully pursue the interest of the
organization, and its nonprofit purpose, rather than his or her own financial or other interests, or
those of another person or organization. Harvey J. Goldschmid, The Fiduciary Duties of Nonpr ofit
Directorsand Officers: Paradoxes, Problems, and Proposed Reforms, 23 lowa J. Corp. L. 631, 641
(1998). Thus, nonprofit directors and officers must be “principally concerned about the effective
performance of the nonprofit’s mission.” 1d. Although principles of law governing for profit
corporationsgenerally governtheactivitiesof anonprofit corporation, those who control anonprofit
corporation “have a special duty to advance its charitable goals and protect its assets.” Oberly v.
Kirby, 592 A.2d 445, 472-73 (Del. 1991).

21The Revised Model Act provisions rejected the theory that nonprofit corporations hold their assetsin trust
for the stated purposes at the time of acquisition and that the directors are trustees with respect to those assets. Evelyn
Brody, The Limits of Charity Fiduciary, 57 MD. L. Rev. 1400, 1427 (1998); Moody, supra, at 263. Adopting the
provision from the Revised Model Act, Tenn. Code Ann. § 48-58-302(e) provides that “ A director shall not be deemed
to be a trustee with respect to the corporation or with respect to any property held or administered by the corporation,
including without limitation, property that may be subject to restrictions imposed by the donor or transferor of such
property.”

22 This court has stated:

The duty of loyalty [in a for profit corporation] in essence involves conflicting economic or other
similar interest [and] is transgressed when a corporate fiduciary, whether director or officer, uses his
or her corporate office to promote, advance or effectuate a transaction between the corporation and

such person, and that transaction is not substantively fair to the corporation.

Hall v. Tennessee Dressed Beef Co., No. 01-A-01-9510-CH-00430,1996 Tenn. App.LEX1S384, at*16 (Tenn. Ct. App.
June 28, 1996) (no Tenn. R. App. P. 11 application filed) (quoting 3 FLETCHER, supra, at § 837.60).
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In addition to the duties of care and loyalty, or as part of them, certain transactions, called
conflict of interest transactions, between the corporation and adirector or officer are subject to dose
scrutiny. “[C]loseinvestigation isaccorded a corporation’ s transactionswith an officer or director,
and the burden of proof is placed upon the officer or director because of his fiduciary capacity.”
Johns, 601 S.W.2d at 41(citing I ntertherm, Inc. v. Olympic Homes Sys., 569 S.W.2d 467, 471 (Tenn.
Ct. App. 1978)). At common law, an absolute prohibition existed against contracts between
corporations with common directors, but that prohibition has been modified by statute. Tenn.
Dressed Beef Co. v. Hall, 519 S.W.2d 805, 807 (Tenn. Ct. App. 1974).

A conflict of interest transaction is statutorily defined as* atransaction with the corporation
inwhich adirector or officer of the corporation hasadirect or indirect interest.” Tenn. Code Ann.
§48-58-302(a). A director or officer hassuch aninterest if, but not only if, “another entity in which
the director or officer has amaterial interest . . . is aparty to the transaction” or “another entity of
whichthedirector or officer isadirector, officer, or trusteeisaparty to thetransaction.” Tenn. Code
Ann. § 48-58-302(c).

Under the Revised Model Nonprofit Corporation Act, any conflict of interest transaction is
voidable by the corporation, and may be the basis for liability of a director or officer, unless the
transaction was fair at the time it was entered into or is approved in accordance with statutory
provisions. Tenn. Code Ann. § 48-58-302(a). A conflict of interest transaction may be approved
if:

(1) The material facts of the transaction and the director’ s or officer’s interest were
disclosed or known to the board of directors or a committee consisting entirely of
members of the board of directors and the board of directors or such committee
authorized, approved, or ratified the transaction;

(2) The material facts of the transaction and the director’s or officer’ sinterest were
disclosed or known to the members and they authorized, approved, or ratified the
transaction; or

(3) Approval is obtained from:

(A) The attorney general and reporter; or

(B) A court of record having equity jurisdiction in an action in which the attorney
general and reporter is joined as aparty.

Tenn. Code Ann. § 48-58-302(b).? Any approvd by the board requires the affirmative vote of a
majority of the directors who have no direct or indirect interest in the transaction, but no such
transaction may be approved by a single member of the board. Tenn. Code Ann. § 48-58-303(d).

23U nder the Revised M odel Nonprofit Corporation Act, the approval by the disinterested, informed board of
directorsof apublic benefit corporation must be made in advance of thetransaction. Brody, supra, at 1427-28; M oody,
supra, at 268. However, in its adoption of the Revised Act, Tennessee did not adopt the “in advance” language
appearing inthe Revised M odel A ct’s provision on approval by the board of directors. See REVISED M ODEL NONPROFIT
AcT 8§ 8.31 (1987); 1 FLETCHER, supra, at § 2.75.10.
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Approval meeting thestatutory requirements, however, simply removesthevoidability of the
transaction by the corporation, or persona liability for directorsand officers. In addition, directors
considering such approval must comply with their fiduciary dutiesin deciding whether to approve.*
Such approval does not obviate the requirements of nondistribution to corporateinsiders and use of
assets for public benefit purposes.

Where corporate officersand directorsdo not, contrary to their fiduciary duties, advancethe
corporation’ scharitable gods, protect its assets, and ensure that itsresources areused to achieve the
corporation’s purposes and not to enrich those who control the corporation, other remedies exist.
Tenn. Code Ann. §48-64-301(a)(2) authorizesdissolution of anonprofit corporationinaproceeding
brought by a specified number or percentage of voting members upon proof of one of severd
grounds, including where “the corporate assets are being misapplied or wasted” or where “the
directors or thosein control of the corporation have acted, are acting, or will act inamanner that is
illegal, oppressive, or fraudulent.” Tenn. Code Ann. 88 48-64-302(a)(2)(B) & (D).

Even before the adoption of the Revised Model Nonprofit Corporation Act, Tennessee
recognized the right of members of a nonprofit corporation to bring the equivalent of a sharehol der
derivative action against the directors and officers for wasting corporate assets and using corporate
assetsfor personal gain. Bournev. Williams, 633 S.W.2d 469 (Tenn. Ct. App. 1981). The Bourne
court found that Tennessee had long recognized the right of aggrieved shareholders to sue for the
benefit of the corporation to rectify a wrong to the corporation and “tha members of nonprofit
corporations have the same rights in this regard as stockholders of corporations for profit,” citing
Knapp v. Supreme Commandery, U.O.G.C. of theWorld, 121 Tenn. 212, 118 S. W. 390 (1908) and
Range v. Tennessee Burley Tobacco Growers Ass'n, 41 Tenn. App. 667, 298 S.W.2d 545 (1955),
as cases Where such actions were brought but the right to sue asmembers of anonprofit corporation
was not disputed. Bourne, 633 SW.2d at 471-472. See also Hannewald v. Fairfield Cnmtys., Inc.,
651 S.W.2d 222, 225-26 (relying on Bourne, the Tennessee Corporation Act, and Tenn. R. Civ. P.
23.06 to find that a member of a nonprofit corporation could bring a “derivative’” action for the
benefit of the corporation).

Thisright, however, isnot effectivewhere, ashere, anonprofit corporation has no members.
Consequently, statutory authority has been given to the Attorney General to act in the public good
in enforcing the requirements applicable to nonprofit corporations, particularly public benefit
corporaions. State ex rel. Adventist Health Care Sys. v. Nashville Mem'| Hosp., Inc. 914 SW.2d
903, 907 (Tenn. Ct. App. 1995). The Tennessee statutes mirror the provisions of the Revised Model
Nonprofit Corporation Act, and the authority giventhereinto the Attorney Genera was designed to
protect the public interest in the operation of nonprofit public benefit corporations.

24Tenn. Code Ann. § 48-58-304 provides that a director who votes for or assents to a distribution made in
violation of the nonprofit corporation statutes and does not comply with standardsof conduct established in Tenn. Code
Ann. § 48-58-301 is personally liable to the corporation.
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Since the enactment of the Statute of Charitable Uses in the sixteenth century, a
major device for regulating charities has been the power of the attorney general to
regul ate or investigate charitable trusts. Over time, this power has been recognized
and applied to nonprofit corporationsorganized for charitable purposes. TheRevisaed
[Model Nonprofit Corporation] Act has extended this concept to reach all nonprofit
corporationsin varying degrees. The state under the Revised Act has limited power
to regulate mutual benefit and religious corporations, but it has broad power of
supervision over the public benefit corporation. Thisis one of the features of the
Revised Act that is both most criticized and most complimented. The Drafting
Committee, however, accepted such provisions on the rationale that public benefit
corporations, which usually have no participants with asufficient economic interest
to assure oversight, can only be made accountable for their use of assetsif there are
broad powers of regulation in a state officer. To that end, the Revised Act provides
standing to the attorney general to protect the public interest.

Moody, supra, at 262-63.”> The drafters of the Revised Model Act intended that the Attorney
General of theincorporating state have wide discretion and broad powersin regul ating public benefit
corporations to ensure that they operate as nonprofits. Moody, supra, at 262, 265, 266, and 269.

An official comment to the Revised Act provides:

Thefailureto set forth an explicit [imitation on anonprofit organization’s activities
[in terms of limiting corporate purposes| does not mean that an enterprising
entrepreneur can improperly and with impunity operate in the nonprofit form. In
general, public benefit and religious corporations cannot make distributions to
members or controlling persons. Unreasonable compensation cannot be paid to
members or controlling persons. In addition, the attorney general has broad powers
to ensure that a public benefit corporation is not operating for the private benefit of
any individuad.

ReviIseD MoDEL NONPROFIT CORPORATION AcT 8 3.01 cmt. (1987) (citations omitted).

25In addition to the provision authorizing the action brought herein, pursuant to Tenn. Code Ann. § 48-58-
110(a)(1), the Attorney General may bring an action to remove a director of a public benefit corporation who is
“engaged in fraudulent or dishonest conduct, or gross abuse of authority or discretion, with respect to the corporation.”
Further, a dissolving public benefit corporation must notify the Attorney General of its intent to dissolve and the
distribution of itsassets, and no assets may be transferred until the passage of twenty (20) days, consent by the Attorney
General, or notice that the Attorney General will take no action regarding the transfer. Tenn. Code Ann. § 48-64-103.
Under this section, the Attorney General has “authority to bring any action he deemed necessary to protect the public
interest . . ..” State ex rel. Adventist Health Care Sys., 914 SW.2d at 906. Additionally, the Attorney General is
authorized to bring an action to enjoin a corporate act on the ground the corporation lacked power to act. Tenn. Code
Ann. § 48-53-104(b).
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The statute itself, Tenn. Code Ann. 8§ 48-64-301, establishes grounds for dissolution of
nonprofit corporations in general. Subsection (a)(1) applies to dissolution actions brought by the
Attorney General, and subsections(a)(1)(E) and (F) apply only to public benefit corporations. There
can be no question that the legislature intended to provide oversight of public benefit corporation
assets to ensure their proper use and prevent their misapplication.

Thus, the Attorney General, acting in the public interest, has authority to seek dissolution
of a nonprofit public benefit corporation which fails to devote its assets to a public, rather than a
private, interest. Where such a corporation is operated for the private benefit of an individual in
contravention of the principles governing nonprofit status and its accompanying benefits, or where,
as the trial court phrased it, the corporation has abandoned its public benefit, charitable purpose,
action by the Attorney General and the courts is warranted.

IV. Summary Judgment

The standards for reviewing summary judgments on appeal are well settled. Summary
judgmentsareproper invirtually any civil casethat canberesolved on thebasisof legal issuesalone.
Frugev. Doe, 952 S.W.2d 408, 410 (Tenn. 1997); Byrd v. Hall, 847 S\W.2d 208, 210 (Tenn. 1993);
Churchv. Perales, 39 SW.3d 149, 156 (Tenn. Ct. App. 2000). They are not, however, appropriate
when genuine disputes regarding material facts exist. Tenn. R. Civ. P. 56.04. Thus, a summary
judgment should be granted only when the undisputed facts, and the inferences reasonably drawn
from the undisputed facts, support one conclusion - that the party seeking the summary judgment is
entitled to ajudgment asamatter of law. Webber v. Sate Farm Mut. Auto. Ins. Co., 49 SW.3d 265
(Tenn. 2001); Brown v. Birman Managed Care, Inc., 42 SW.3d 62, 66 (Tenn. 2001); Goodloe v.
Sate, 36 SW.3d 62, 65 (Tenn. 2001).

Summary judgments enjoy no presumption of correctness on appeal. Scott v. Ashland
HealthcareCtr., Inc., 49 SW.3d 281 (Tenn. 2001); Penley v. Honda Motor Co., 31 SW.3d 181, 183
(Tenn. 2000). Accordingly, appellate courts must make a fresh determination that the requirements
of Tenn. R. Civ. P. 56 have been satisfied. Hunter v. Brown, 955 S.W.2d 49, 50-51 (Tenn. 1997);
Mason v. Seaton, 942 SW.2d 470, 472 (Tenn. 1997). We must consider the evidence in the light
most favorable to the non-moving party, and we must resolve all inferences in the non-moving
party's favor. Doev. HCA Health Servs., Inc., 46 SW.3d 191, 196 (Tenn. 2001); Memphis Hous.
Auth. v. Thompson, 38 SW.3d 504, 507 (Tenn. 2001). When reviewing the evidence, we must
determine first whether factual disputes exist. If afactual dispute exists, we must then determine
whether thefact ismaterial to the daim or defense upon which the summary judgment is predicated
and whether the disputed fact creates a genuine issue for trial. Byrd v. Hall, 847 SW.2d at 214;
Rutherford v. Polar Tank Trailer, Inc., 978 SW.2d 102, 104 (Tenn. Ct. App. 1998).

A party seeking summary judgment has the burden of demonstrating that its motion satisfies
the requirements of Rule 56, including its entitlement to judgment as a matter of law. Carvell v.
Bottoms, 900 S\W.2d 23, 25 (Tenn. 1995); Jones v. City of Johnson City, 917 SW.2d 687, 689
(Tenn. Ct. App. 1995). When a party seeking summary judgment makes a properly supported
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motion, the burden shifts to the nonmoving party to set forth specific facts which must be resolved
by thetrier of fact. Byrd, 847 SW2d at 215.

This court’srole in review of the grant of summary judgment is to review the record and
determine whether therequirementsof Tenn. R. Civ. P. 56 have been met. Saplesv. CBL & Assoc.,
15 S\W.3d 83, 88 (Tenn. 2000). Our perspective isthe same asthat of thetrial court. Gonzalesyv.
Alman Const. Co., 857 S\W.2d 42, 44-45 (Tenn. Ct. App. 1993). Therefore, we must decide anew
if the movant is entitled to summary judgment; that is, whether the material facts are not in dispute
and conclusively show that the Attorney General isentitled to judgment. Because summary judgment
“isclearly not designed to serve asa substitute for thetrial of genuine and material factual matters,”
Byrd, 847 SW.2d at 210, we must first determine what facts are undisputed and whether any
disputed facts are material to determination of the legal issues involved.

Thisdetermination iscomplicated in the case before us because of thevolume of documents
involved and because of general objections by the corporations to consideration of a number of
documents on the basis they are not properly in the record. The nature of these objections was set
out in response to the Attorney Generd’ s statement of undisputed facts filed pursuant to Tenn. R.
Civ. P. 56.03.* CCFS and CCN began their Response and Objections to the Attorney General’s
Statement of Undisputed Facts by making ageneral evidentiary objection. Thisobjection stated, in
pertinent part:

This objection addresses what has become a practice of the Plaintiff [Attorney
Generd] which is at odds with the Tennessee Rules of Evidence and Tennessee
precedent. On or about February 23, 2001, Plaintiff submitted its Third Notice of
Filing referencing the filing of nineteen (19) exhibits identified by volume and
exhibit number. These exhibits were merely attached to the Third Notice with no
attempt to authenticate or otherwiselay afoundation for their admissibility and use.
Thereafter, upon application for summary judgment and in its Statement of

26That rule provides:

In order to assist the Court in ascertaining whether there are any material factsin dispute, any motion
for summary judgment made pursuant to Rule 56 of the Tennessee Rules of Civil Procedure shall be
accompanied by a separate concise statement of the material facts as to which the moving party
contends there is no genuine issue for trial. Each fact shall be set forth in a separate, numbered
paragraph. Each fact shall be supported by a specific citation to the record.

Any party opposing the motion for summary judgment must . . . file aresponse to each fact set forth
by the movant either (i) agreeing that the fact is undisputed, (ii) agreeing that the fact is undisputed
for purposes of ruling on the motion for summary judgment only, or (iii) demonstrating that the fact
is disputed. Each disputed fact must be supported by specific citation to the record. Such response
shall be filed with the papersin opposition to the motion for summary judgment.

Tenn. R. Civ. P. 56.03.
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Undisputed Facts, however, Plaintiff citestoits Third Noticeof Filing over 120times
as if the documents contained therein were properly before this Court. Cherokee
objectsto thisnaked filing and use, as many of thesedocuments are inadmissibleon
the grounds that the Plaintiff has failed to properly authenticate the documents and
as they also contain inadmissible hearsay.

CCFS and CCN argued that because the objectionable exhibits were unauthenticated, the
exhibits were not properly a part of the record before the court and could not be considered on a
motion for summary judgment.”” The response also included a list of some specific exhibits
submitted with the first Notice of Filing which the corporations asserted should be inadmissible for
use in deciding summary judgment. In addition, in some of the numbered responses, the
corporations pointed out the specific document being chdlenged and the basis for the challenge.

The Attorney Generd filed a reply to CCFS's and CCN'’s response and asserted, with
reference to various specific responses, that the corporations had not complied with Tenn. R. Civ.
P. 56.03 by not making specific citationsto the record; tha the defendants had previously admitted
some facts in their verified answers; and that “extraneous statements made by Defendants are
immaterial.” In addition, the Attorney General addressed some of the evidentiary deficiencies
alleged by the corporations.

On appeal, CCFS and CCN have again raised their objection to “numerous volumes of
unauthenticated documentsand records,” alegingthat “[ s] ome of these documentsandfilingsfailed
to meet even the most basic evidentiary rules’ and to “numerous’ affidavits they allege were not
based on personal knowledge and contained hearsay and other inadmissible evidence.”® They also
arguethat because thetrial court never ruled on their motionsto strike these filings and because the
court did not detail its findings, CCFS is unsure whether the trial court rdied on thisinadmissible
evidence. If it did so rely, they assert, such reliance was error.

In connection with hismotion for summary judgment, the Attorney Generd filed aTenn. R.
Civ. P. 56.03 statement contai ning some eighty-three (83) undisputed facts. Approximately half of
those were undisputed by the corporations. CCFS and CNN also submitted a statement of
undisputed factsinsupport of their motion for summary judgment. Wehave painstakingly reviewed

27CCFS and CCN also filed a motion to strike many of the exhibits that the Attorney General referenced in
support of his motion for summary judgment and accompanying statement of undisputed facts. The trial court did not
rule on the motion to strike prior to the grant of the Attorney General’s motion for summary judgment and denial of
CCFS's and CCN’s motion for summary judgment. The Attorney General points out that the motion to strike was never
set for hearing. Because this court is required to review the evidence in support of summary judgment and determine
anew whether judgment was proper, disposition of the motions to strike is not significant to our scope or standard of
review.

28When asked at oral argument to be more specific regarding the objectionable evidence, counsel responded
that it was included in the documents in Boxes 3 and 4 of the record. Consequently, in order to give thorough
considerationtotheevidentiaryissues, wehaverelied uponthe corporations identificationinother filings of the disputed
material.
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these statements, the objections and responses, the depositions, affidavits and documentsor records
filed herein, aswell asthe pleadings, briefs and other filings. In our review, we have resolved the
questions of admissibility, where necessary, where raised, and where identifiable, according to the
following general principles. See generally 10A WRIGHT, MILLER & KANE, FEDERAL PrRACTICE
AND PROCEDURE: CivIL 8§ 2722 (3d ed. 1998).

Aspart of themoving party’ sburden, it must present factswhich, if undisputed, demonstrate
itsentitlement to judgment asamatter of law. Typically, the moving party presentsfactsto the court
in the form of affidavits, authenticated documents, depositions, and other properly-verified factual
mattersdevel oped through the discovery process. Pleadings, depositions, answersto interrogatories,
admissions on file, and affidavits are specifically allowed to be considered in the determination of
whether agenuineissueof material fact existsand whether the moving party isentitled to judgment.
Tenn. R. Civ. P.56.04. The proffered sworn-to testimony and/or properly-authenticated documents
must be admissible at trial before they can be considered by the trial court on summary judgment.
Byrd, 847 SW.2d at 215.

The mere submission of a statement of undisputed material facts by the moving party does
not, in of itself, constitute proof of the factstherein. However, when the opposing party agrees that
afact isnot disputed pursuant to Tenn. R. Civ. P. 56.03, the court may rely upon that admission in
determining whether a genuine issue of materid fact exists. A party’ ssworn pleading based upon
personal knowledge can constitute an admission. Similarly, admissions in the brief of the party
opposing the motion may be used in determining that there is no genuine issue as to any material
fact.

Documentsmust generally be authenti cated by and attached to an affidavit or deposition that
meets the requirements of Rule 56. Judicial, legislative, or administrative records must either be
certified or properly subject to the judicial-notice doctrine. Business records are admissible if
accompanied by dafidavit or certificate from the records custodian. Some records are self-
authenti cating pursuant to the Tennessee Rules of Evidence. Uncertified or otherwiseinadmissble
material may be considered if not challenged, and the objection must be timely or it will be deemed
to have been waived.

V. The Evidence Supporting Summary Judgment

Based upon our independent review of the record, we have determined that the following
factsare supported by admissible evidence and, unless specifically noted otherwise, are undisputed.
A dispute as to the existence of afact or an inference to be drawn from a fact does not preclude
judgment if resolution of that dispute is not necessary to adetermination that the movant isentitled
to judgment as amatter of law on the undisputed facts. We have earlier set out the legal principles
applicable to the issues before us regarding the operation of nonprofit public benefit corporations.
These facts must be considered from the perspective of those principles.
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A. The Corporations

A full understanding of the significance of some of the specific facts demonstrated by the
record requires some discussion of the larger context. Mrs. Madison was the incorporator of both
corporations. Sheserved asthe executivedirector throughout the corporate existence. Her husband,
John Madison, Sr. wasthe corporations’ accountant. Her father, William Davis, was on the Board
of Directors of CCFS for a number of years® The Board aso included Rev. C.E. Ware, Mrs.
Madison’s pastor, who testified that Mr. Madison, as presiding elder over the church district, was
Rev. Ware's immediate supervisor. Two of Mrs. Madison’s children were employees of the
corporation(s), as were her nephew, her stepson, and her husband’ s nephew.

Most of the various members of the Board had some association with a childcare provider:
as owner, manager, director, or employee. Mr. and Mrs. Madison operated a day care center,
referred to as Little People. Mr. Davis served on the board of two day care providers. Rev. Joyner,
also a member of the CCFS Board of Directors for some years, was pastor of a church which
operated aday care center.*®* Rev. Ware was the chairman of the board of directorsfor hischurch’s
day care center. IdaPorter, alongtime Board member, wasthedirector of adaycare program. Phyllis
Herring, Mrs. Madison’ ssister, owned achild carecenter. Asabroker for child care services, CCFS
provided parentswith lists of available child care centersin their area. All the Board memberswho
gavedepositionstestified that CCFS did not directly refer any parentsto their child care centers; the
choice of centers was made by the parents.®

CCFS regularly did business with its officers and directors, as more specificaly detailed
below. The record is replete with references by the auditors to reated party transactions. They
included purchasing travel arrangements through a charter trave company owned and operated by
the church of which Rev. Joyner isthe pastor.®* Inaddition, CCFS purchased i nsurancethrough one

29Mr. Davis was also listed as an incorporator of both corporations, but he denied any involvement in their
initial organization.

30Rev. Joyner’s church operated a day care center that received a grant of $5,000 from CCFS for playground
equipment.

31Eventua]|y, Rev. Joyner resigned from the CCFS Board of Directors because he felt it was a conflict of
interest to own aday care center and ssimultaneously serve onthe Board of Directors. Hetestified that new requirements
from DHS indicated such a conflict. He also based his resignation on his formation of Memphis and Shelby County
Child Care Providers Association, an association that operates more or less like aunion. He felt that regulations would
preclude him from also serving on the CCFS Board of Directors.

32Rev. Joyner described this arrangement as a “ subcontract.”
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Board member*® and has done a significant amount of business with an equipment rental business
owned or managed by a recently appointed Board member.** Asone Board member expressed it:

If aperson was giving histimeto theBoard most - - | think itisunkind if you didn’t
make purchases from them. If they were giving their time serving on the volunteer
Board | think it would be unkind if they had a business and you needed something
they had, 1 think it would be unkind not to purchase from them.

Perhaps the most telling description of how the corporations operated came from longtime
Board member, Mr. Davis, as he expressed hisview of CCFSwhiletestifying about his approval of
aparticular transaction:

A. Let mesay this. AsaBoard member | did not know whether we were operating

directly for Cherokee[ CCFS] or directly for her [Mrs. Madison], | didn’t understand

that.

Q. Okay. So during Board meetings it was not necessarily clear whether you were
operating on behalf of the corporation or operating on behalf of your daughter?

A. That'sright.
Q. Why did you fail to understand that distinction?
A. Because |l thought it was all one.

Q. Okay. As a Board member you thought that the financial affairs of the
corporation and the financial affairs of your daughter were the same?

A. Yes.

33CIarence Mosley, the current Chairman of the Board of CCFS is the owner of Clarence Mosley Insurance
Agency. Heisalso the authorized agent of Nationwide Insurance, theinsurer of CCFS. CCFS has done business with
Clarence Mosley Insurance Agency since 1990. CCFS currently pays premiums on at least three policies sold by Mr.
Mosley, including: (1) acommercial umbrellapolicy; (2) abusiness auto policy; and (3) abusiness package policy. Mr.
Mosely was not on the Board when the initial insurance purchases were made.

34Darrell K. Thomas, the current Secretary of the Board of CCFS, isthe Chairman and Chief Executive Officer
of Thomas Consultants, Inc., an equipment renta business that has done a significant amount of business with CCFS.
Mr. Thomas also serves on the Board of Directors of a bank and bank holding company in which the corporations
invested. Again, it does not appear that the business relationship with his company originated while Mr. Thomas was
on the Board of CCFS.
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B. Revenue of the Corporations

According to areport fromtheindependent auditors, revenuesreceived by CCFSfor the past
few fiscal years® were:

FY 1998: Total Revenues $3,081,827
From DHS contracts® $3,055,004
Interest Income $ 17,147
Other Income $ 9,676
FY 1999: Total Revenues $6,915,310
From DHS contracts $6,869,465
Interest Income $ 13,310

Other Income (CDA

Workshop and Training

Fees) $ 26,448
Other Income (Unidentified) $ 6,087

FY 2000 Total Revenues $4,979,916.12
From DHS contracts® $4,910,477.08
Interest Income $ 11,483.82
CDA Workshop &
Training Fees $ 56,042.60

Other Income (Unidentified) $ 1,912.62
Filingsby CCFS with the IRS® reflect the following:

(Charitable)

35CCFS does not dispute the amounts reflected herein, but disagrees with the “characterization” of the source
of the funds as set out in the Attorney General’s statement of undisputed facts. Thereis no disputeregarding the total
amount received from the State, just with what nameto apply to the revenues. The dispute over characterization appears
to be related to the distinction made by CCFSin its Form 990 between government grants and government fees and
contracts for program services.

36For FY 1998 and 1999, this amount includes payments under both the broker and food contracts.
37This amount includes payments for broker, food, registration and transportation contracts.

38The record includesthe RS Form 990 (Return of Organization Exempt from IncomeTax) filed by CCFSfor
1995, 1996, 1997, 1998, and 1999. Each of these forms was signed by WillieAnn Madison as Executive Director and
John Madison as Preparer. Mr. Madison, as CCFS’ s accountant, prepared the Form 990 each year for CCFS. Each of
the forms in the record is accompanied by a “ Certificate of Official Record” certifying that each is atrue copy of the
Form 990 for CCFS and signed by the Disclosure Officer of the D epartment of the Treasury, Internal Revenue Service.
The corporations object to consideration of these documents as unauthenticated and inadmissible. We disagree. As
certified copies of official public records, they are self-authenticating. Tenn. R. Evid. 902(4).
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Fiscal Year Tota Revenue Total Expenses Contributions

1995 $1,143,688 $ 966,648 $ 1,218
1996 $1,576,381 $1,404,184 $ 15,795
1997 $2,231,860 $2,159,181 $ 11,669
1998 $3,081,827 $2,518,843 $ 36,926
1999 $6,915,310 $6,692,649 $44,779

The board of directors has been proud of CCFS's “financia” success, rewarding key
employees, especialy Mrs. Madison, for that success. The corporations’ brief states that CCFS
generated revenue in excess of expensesin a number of years, specificaly in each of the last four
audited years asfollows:

1996 $172,197
1997 $72,679
1998 $562,984
1999 $222,661

Thesefiguresindicatethe* profit” |eft after the corporation made charitablecontributionsand
paid operating expenses. Whilethe contributionswere smal, many of the operating expenseswere
significant and were paid to Mrs. Madison, her family, entitiesin which shehad aninterest, or others
closely associated with the corporation.

C. Compensation to Mrs. Madison

In her position as executive director, Mrs. Madison was paid an annual salary as well as
occasional “additional compensation.” According to the corporations, Mrs. Madison received the
following compensation:

1994 - 95 $100,000
1995 - 96 $100,000
1996 - 97 $165,508
1997 - 98 $100,000
1998 - 99 $125,000
1999 - 2000 $125,000

Thesefigures coincide with the returnsfiled with the IRS, except for FY 1997-98, wherein
the corporation reported to the IRS that Mrs. Madison’ s compensation was $177,000. According
to CCFS, Mrs. Madison had “continuoudy” received salary increases over the term of her
employment reaching a salary of $125,000 “by the year 2000.” The compensation for 1996-97 is,
obvioudy, inconsistent with this statement unless that amount includes compensation additional to
her salary. That appearsto bethecase. CCFShasstated that Mrs. Madison “ has received additional
compensation from timeto time to compensate her for the enormous success of the program, both
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financially and programmatically” and, “ at |east once during her tenure, the Board of Directorsvoted
togive her a$50,000 bonus.” Asshown below, corporate recordsindicate shewas given a$50,000
bonus a number of times.

One such $50,000 bonus may account for the 1996-97 compensation figure reported by the
corporations. That payment, however, has along explanation. The Attorney General alleged that
in November of 1994, CCFSloaned Mrs. Madison or Affordable Homes, acompany owned by the
Madisons, $50,000. In response to that allegation, CCFS stated, “this $50,000 was improperly
recorded as aloan and should have been recorded asabonus.”** The statement that thisamount was
recorded as aloan isverified by the record. The independent auditor’s report on audited financial
statements and supplemental information on CCFS for the fiscal year ending June 30, 1996,%
includesthe following statement:

In November, 1994, Cherokeeloaned $50,000 to acompany, [of] which Cherokee s
executive director is an agent. No repayment terms have been established. At June
30, 1996, the outstanding balance was $53,508 which includes $3,508 of interest at
8.25 percent.

The auditor’ s Findings and Recommendations accompanying the audit report for that year
included the foll owing:

In November, 1994, Cherokee loaned an affiliate company, Affordable Homes,
$50,000. At June 30, 1996, the entire loan plusinterest remains outstanding and no
repayment provisions have been established.

Recommendation

If loans are going to be made, credit procedures and a payment plan need to be
established and provisions for examining the collectability should be implemented.

Management Response

We concur. The $50,000 plusinterest will be repaid immediately. We will refrain
from all future transactions of this nature.

39L0ans to officers are specifically prohibited by Tenn. Code Ann. § 48-58-303. For our purposes, however,
it isnot necessary to determine whether this transaction was originally aloan or was always a bonus. Our focus ison
whether the corporations were operated for public benefit or private gain.

40An affidavit from the president of the accounting firm states the firm was approved by the Comptroller to

perform independent audits of CCFS and CCN, that the audit reports for FY 96, 97, 98, and 99 were filed with the
Comptroller’s office, and that they were attached to the affidavit as exhibits.
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Despitemanagement’ sresponse acknowledging theloan, it waslater decided that the* |oan”
designation was inaccurate. The auditors corrected the entry a year later as explained in the
Engagement Memo of June 30, 1997:

We are aware that the following accounting error has occurred. A bonus was
approved for Ms. Madison in 1994 for $50,000. This bonus was never paid as
payroll but instead wired to Affordable Homes owned by Ms. Madison. This
treatment of the bonus is inappropriate and as of the 1996 audit the $50,000 plus
interest was recorded as a receivable from Affordable Homes.

We approved the following transactions to correct the error. Affordable Homes
reimbursed Cherokee for $50,000 plusinterest. Cherokeein turn paid Ms. Madison
her bonus of the same amount. The result of this transaction will eliminate the
receivable and pay the bonus through payroll asit should have occurred in 1994.

BecauseMrs. Madison’ sreported compensationfor FY 96-97 was $165,508, it woul d appear
that her bonus included the interest previously calculated as due from the “loan” of 1994. The
resolution of the issue as explained by the auditor indicates that Mrs. Madison received a $50,000
bonusin FY 96-97 that had actually been awarded her in 1994.

In addition to that bonus, CCFS appearsto have awarded her other bonuses of $50,000. The
minutes of aspecia meeting of the Board of Directors of CCFS held October 4, 2000, indicate the
Board was briefed on the complaint filed by the Attorney General starting this litigation. In a
discussion of the Board' sreview of some prior corporate actions, the minutesinclude thefollowing:

The Board also reviewed certain bonuses paid by prior Boards. Cherokee pad
WillieAnn a $50,000 bonus in Fiscal Year 96. This was after the Corporation
experienced its two best yearsfinancially, $286,767 in 1995 and $222,197 in 1996.
Based on the financial performance of the Corporation, the Board determined a
$50,000 bonus was not unreasonabl e.

An addendum to the minutes of the December 18, 1996 Board Minutes indicate that the
Board recommended that Mrs. Madison be given (at the Christmas party, thusin FY 96-97) “the
same bonus amount she had received the previous year in the amount of $50,000.” An attached
schedul eof agency personnel salariesindicated Mrs. Madison’ ssalary for 1995-1996 was $100,000.
These documents, therefore indicate Mrs. Madison receved a salary of $100,000 and a $50,000

41The corporations have objected to consideration of “many” of the board minutes as without proper
authentication and containing inadmissible hearsay. The minutes of October 4, 2000, however, were exhibits to an
authenticating affidavit of the corporate secretary. We also notethat CCFS takesthe position that the loan identified by
the auditorsin 1996 was improperly recorded and was really a bonus. We found no evidence in the record to support
that statement other than these minutes and the auditor’ s engagement memo of June 30, 1997. In addition, all the Board
minutes in the record were attached to and authenticated by the deposition and affidavit of the former and current
secretary.
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bonus in FY 1995-96 and in FY 1996-97. Since she also received the delayed 1994 bonus plus
interestin FY 1996-97, itisdifficult to reconcile these numberswith the amounts provided by CCFS
asher annual compensation. Other documentsindicate Board approval of abonusfor Mrs. Madison
of $50,000 on December 17, 1998. Thus, the records reflect Mrs. Madison was given a $50,000
bonus several times. Those records also indicate that CCFS regularly gave bonuses to employees
at Christmas.

Rev. Ware testified that CCFS only paid bonuses once and he did not know who received
them. He stated the Board entrusted such mattersto Mrs. Madison and would not have questioned
arecommendation by her to pay bonusesto employees. |da Porter testified she never had occasion
as a member of the Board to vote on bonuses for employees, including Mrs. Madison. She was
unaware that any employees had received bonuses.

D. Compensation or Distributions to Corporate Insiders

Inadditionto Mrs. Madison, the corporations al so compensated her husband, John Madison,
Sr., acertified publicaccountant, who performed accounting servicesfor CCFSsince 1990 and, after
itscreation, CCN. Theindependent auditor testified by affidavit that Mr. Madison’ saccounting firm
performed bookkeeping functionsfor the corporations year round and had at least one staff person
who devoted a substantial amount of time to these functions. Mr. Madison was paid $6,000 per
month by the corporations.

According to CCFS s 990 filings, CCFS paid as compensation to officers and directorsthe
following: InFY 95, $100,000 (al to Mrs. Madison); in FY 96, $150,000 (of which $100,000 was
paid to Mrs. Madison); in FY 97, $165,508 (all to Mrs. Madison); in FY 98, $239,402 (of which
$177,000 was paid to Mrs. Madison); in FY 99, $200,000 (of which $125,000 was paid to Mrs.
Madison). Each of these forms listed by name other corporate officers and stated that those officers
received no compensation.* The implication is that the difference was paid to directors, but the
difference is unexplained in the record before us.

CCFS made interest-free loans to several employees.® Most significant among those was
aloan of $10,396.15 to John Madison, Jr., the son of John Madison, Sr. and the stepson of Mrs.
Madison. He was an employee of CCFS at the time of the loan. According to the independent
auditor, CCFS shbooksreflectedthisasa*“ no interest” loan made May 18, 1999. Theauditorslisted
this loan, describing it as a related party loan, on its FY 99 report as a “reportable condition”
becausel RSregulationsrequirethat interest be charged on aloan exceeding $10,000. TheMadisons
testified that the loan was made to John Madison, Jr. to pay off a student loan and to foreclose

42For example, IdaPorter, William Davisand Vivian Braxton were listed, respectively, as President, Secretary,
and Treasurer on the Form 990s for 1995, 1996, and 1997. For 1998 and 1999, R.T. Joyner, William Davis, and Vivian
Braxton were listed as President, Secretary, and Treasurer.

43At the October 4, 2000 Board meeting, the Board approved and ratified student loans made previously to
Ingrid Warren, Kendal Robinson, and John M adison, Jr.
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garnishment proceedings. CCFS does not dispute the facts surrounding this loan, but states that
interest including retroactive interest “was eventudly charged” to John Madison, Jr. and that he
repaid the loan in full including all interest.

The Attorney General has pointed out a number of expenditures made by the corporations
which he aleges involve substantial benefit to the Madisons, their family, and other persons
employed by or controlling the corporations, including primarily personal expenses. Theseinclude
travel expenses, particularly trips to London and Hawaii. In specific, the Attorney General’s
statement was, “ M adison paid her personal credit card with corporatemoney. Thesebillsamounted
toandincluded foreigntrips.” The corporations disputed this statement of facts and challenged the
documentsrelied upon as unauthenticated and inadmissible. In their brief, the corporations state:

The Attorney General also complained of trips taken by the executive director and
her family and purchases made on thesetrips. Theindependent auditors had already
guestioned these amounts, however, and required inclusion of these amounts as
payroll and compensation expenses, thus requiring the individualsto pay incometax
on the expenditures.

Although not at the citation to the record provided by the corporations, we have found
documentation for this statement. In an Engagement Memo dated June 30, 1999, the independent
auditor noted that there had been several instances where CCFS paid for personal expenses or trips
that had no busness purpose. The auditor fixed this problem by adding the value of the personal
expenses to the salary or compensation of the employee who received the benefit. The working
papers and other records indicate that CCFS paid for travel to Hawaii in August of 1997 by Mrs.
Madison; her assistant, Dilworth Weathers; Cedric Herring, an employee and Mrs. Madison’s
nephew; Cris Daugherty and Chaun Daugherty, Mrs. Madison’ s children and employees of CCFS.
CCFS aso paid for personal travel in January, 1998, for Mrs. Madison; her assistant Dilworth
Weathers; Cedric Herring; Cris Daugherty; Chaun Daugherty; and William Davis, Mrs. Madison’s
father. Again, in May of 1998, Mrs. Madison, Dilworth Weathers, Cedric Herring, Cris Daugherty,
Y olanda Herring, and William Davis traveled to London, and CCFS paid those expenses, even
though it was not abusinesstrip, for atotal cost of $24,109. Theworksheetsindicate that the seven
employeesreceived abonusin the amount of $3,971.10, which was to be added to their W-2s, and
Mr. Davis, not an employee but a board member, would receive a W-2 in the same amount.

Even though the individuals may have been required to report this corporate benefit as
income and pay taxesoniit, it is clear that these personal expenditures, unrelated to any business or
charitablepurpose, were originally and finally paid for by the corporation. Theindividualswere not
required to reimburse the nonprofit public benefit corporation.** There was no control over the
original expenditureto prevent the corporation from paying for personal expenses. It would appear

44It isnot clear that these* bonuses’” wereincludedin the corporations’ report of compensationto Mrs. Madison
and other officers or directors.
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CCFS paid for whatever Mrs. Madison directed, and the accountant, her husband, issued the checks
without question.

E. Real Estate Leasing

Duringthelifeof these corporations, they used and operated out of propertiesowned by Mrs.
Madison or the Madisons. Mrs. Madison held areal estatelicense since 1988 and changed afiliate
brokers severa times. She used entities entitled Affordable Homes and/or Affordable Homes
Management, Inc. to operate her rental property and/or to collect rent therefrom.* CCFS, and
eventudly CCN, entered into lease arrangements with these and other entities for real property
owned by the Madisons. AsExecutive Director of CCFS and CCN, Mrs. Madison wasresponsible
for signing and executing leases on behalf of the corporations. CCFS has used various properties
in Memphis owned by the Madisons, including the following: (1) 1647 Semmes; (2) 2414 Lamar
Avenueg; (3) 4280 Cherry Center Drive (* Cherry Center”); and (4) 2771 Colony Park Drive (“ Colony
Park”). Themost significant transactionsinvolvetwo of these properties: Cherry Center and Colony
Park.

(1) Cherry Center

The principa place of business for CCFS has been Cherry Center since 1995. CCN used
the samelocation asits principal office uponitsinception. The minutes of aMarch 17, 1995 Board
meeting indicate that Mrs. Madison informed the Board of the“prospect” of moving the main office
of CCFSto another location due to the need for additional space. Sheinformed the Board the new
location would provide approximately three times the space and the rent would be approximatdy
three times the amount then paid. The Board approved the move.

Shortly after this meeting, in April of 1995, the Madisons bought Cherry Center, an
approximately 9,700 square foot building, for $275,668. Less that two weeks later, CCFS entered
into afive-year leasefor the building beginning on May 1, 1995, and ending on June 30, 2000. The
lease provided for annual rent in the amount of $49,932.* The Lessor was listed asLew Harris &
Associates, areal estate brokerage firm with whom Mrs. Madison was affiliated. Mrs. Madison
signed the lease on behalf of CCFS as |lessee.

Between July 1, 1995, and June 30, 1996, the Cherry Center lease wasrenegotiated. Thefive
year term remained, except it was set to run from July 1, 1995, through June 30, 2000. The new
lease provided for annual rent of $72,000.” Again, the lessor was Lew Harris & Associates, and
Mrs. Madison signed on behalf of the lessee. The rent increase was retroactive.

45CCFS describes these entities as a d/b/a account.
46The total rent over the five year period would amount to $257,982.

47The total rent under this lease for the five year term would amount to $360,000.
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The lease for the Cherry Center office space was renegotiated a second time prior to its
expiration. The new renegoti ated |ease was between CCFS and AffordableHomes alk/a Affordable
Properties Management. Mrs. Madison signed for the lessee; no signature appears for the lessor.
Thelease term was from July 1, 1998, to June 30, 2000, and reflected an increase in the per square
foot rental rate as well as the cal cul ated squarefootage of the building. Although the building only
had approximately 9,700 square feet, the lease reflects that CCFS leased 20,000 squarefeet. The
changes resulted in an annual rent increase from $72,000 to $210,000.

Three members of the Board of Directors™ approved a resolution dated March 22, 1999,
authorizing the payment of “prorated back rent” for the contract period on the Cherry Center space.
The resolution indicates that $228,000 had already been paid ($6,000 per month x 38 months). A
calculation reflected “what would have been paid” by multiplying the 38 months by the $17,500 per
month rental in the newly renegotiated lease, for atotal of $665,000. The“Wha We Owe” column
caculaed the difference as $437,000. Accordingly, Affordable Homes received a payment of
$437,000 for back rent not due, based upon rental rates per square foot not in effect during the 38
months in question, and based upon a square footage estimate which was not occupied by CCFS
during that 38 months. Under the second renegotiated |easeand the* pro rated back rent” resolution,
the Madisonswould have received $1,085,000 for the five year |ease from May, 1995 through June
30, 2000.

On May 29, 2000, a Memphis newspaper, The Commercial Appeal, publicly disclosed that
the square footage origindly reported to bein the building at Cherry Center was overstated. Mrs.
Madison then sent a letter to DHS purporting to inform DHS of a rent miscalculation at Cherry
Center because the actual squarefootage at Cherry Center wasdifferent from that stated in the lease.
At thispointintime, CCFSwas operating under the reimbursement contract and had been receiving
paymentsfrom DHS based, in part, ontherental paid for theincorrect squarefootage. Mrs. Madison
stated that she and the Board members of CCFS had already negotiated anew rental agreement with
their lessor (who was, of course, the Madisons). DHS was aready aware of the square footage
miscalculation. CCFS subsequently paid $50,000 back to DHSfor amounts received as aresult of
the miscalculation in square footage.

After thetruesquarefootagewasdiscovered, theleasefor the Cherry Center office spacewas
renegotiated a third time prior to its expiration. The lessor on the third lease was One Source

48The 9,700 square feet included a swimming pool and a theater, and only 7,680 square feet of office space.

49Roosevelt T. Joyner, Vivian Braxton, and William Davis signed the resolution. Because M rs. Madison was,
in essence, Affordable Homes and received the money paid as back rent, the transaction is clearly a conflict of interest
transaction. Because of hisrelationship with Mrs. Madison, Mr. Davishad anindirectinterestin the transaction awarding
his daughter’s company back rent. Thus, it appears doubtful that the resolution approving the $437,000 payment met
the approval requirement of Tenn. Code Ann. § 48-58-302(d) that a majority of disinterested board members approve
such a transaction after full disclosure.
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Commercial, Inc.* instead of Affordable Homes a’k/a Affordable Properties Management. Mrs.
Madison had employed this company, with which she was otherwise unrelated, to collect rents on
properties owned by her including Cherry Center and 2771 Colony Park. Thenew term of the lease
wasfrom January 1, 2000, to December 31, 2000. Therenegotiated |easereflected the actual square
footage of Cherry Center, approximately 9,700 squarefeet. Asaresult, the annual rent on Cherry
Center was reduced from $210,000 to $102,327.

In a series of meetings in August through October, 2000, the new Board of Directors
reviewed certain prior transactions of CCFS, including its rentd arrangements with the Madisons.
Minutes of the August 3, 2000 meeting refl ect the foll owing:

Specifically the Board reviewed the amount of rent paid by Cherokee since May of
1995. Based upon calculations prepared by staff and attorneys for the Corporation,
it appears that Cherokee may have overpaid Affordable Homes $502,838.00 in rent
for this period. In the prior meeting the Board discussed various options for
Affordable Homes and/or WillieAnn Madison repaying this amount in rent
overpayment to Cherokee.

TheBoard adopted aresol ution stating that CCFS had overpaid $502,838 in rent and that this
amount represented a debt due from Mr. and Mrs. Madison to CCFS. The resolution gave the
M adi sons the option of conveying the Cherry Center building to CCFS, provided it appraised at not
less than the amount due, or to pay the amount due. At its October 18, 2000 meeting wherein the
Board reviewed all prior auditswith itsattorney, it discussed the retroactive rent increases disclosed
in the 1999 audit report, but “determined that it had already taken appropriate corrective action.”

On Octaober 17, 2000, WillieAnn Madison executed adeed transferring her interest in Cherry
Center to CCFS and paid it $32,838. Sometime thereafter, John Madison executed the deed. The
deed was recorded on October 31, 2000. Asreflected in the Board minutes, the transfer of Cherry
Center was intended to repay CCFS for prior rent overpayment in the amount of $502,838.

Withregard to the lease arrangements with Affordable Homes, Rev. Joyner testified that the
original arrangement wasin effect when he came on the board and, at that time, he did not know who
the rent was being paid to, and that he still did not know who were the principals of Affordable
Homes. He knew that the Madisons owned the property, but never asked who Affordable Homes
was. Hetestified that heinitiated the resol ution ontherent increase, called two Board members, and
got them to sign the resolution along with him.

With regard to increasing CCFS ' srent during the term of the lease and making the increase
retroactive, Rev. Joyner could not say how it would be in the corporation’ s best interest, but he had
not thought it was contrary to the corporation’ sinterest or would harmitinany way. Hejust thought

50The name actually appears on the |lease as Source One Management Corporation, a mistake.
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it wasfair, that CCFS should pay itsfar share of rent, and that the rental amount had been lessthan
fair market value before it was increased.

Rev. Ware testified he was not present at a meeting where the Board voted to increase the
rent at Cherry Center. Hedid not recall Sgningaresolution authorizing it or exactly what transpired.
He did not know who owned Affordable Homes or whether Affordable Homes ever owned thereal
property. When presented with thetransaction later, he did not ask whether the figureswere correct,
“All 1 did was when they presented it | said yes.” He testified he was not required to make an
independent determination on whether the particular transaction was in the best interest of the
corporation. Hefeltit wasin order for the Board to increase the rent and make that rent retroactive
becausetherate per squarefoot waslower than other propertiesinthearea Hetestified that theonly
benefit to the corporation from this transaction was that the corporation would be in a better cash
flow position because DHS reimbursed costs under the new arrangement. He stated he never gave
much thought to the benefit to the corporation from the retroactive payment. He knew the $437,000
paid for retroactive rent increase went to Affordable Homes, but did not know if the money
ultimately went to the Madisons. “I didn’t question that, | didn’t investigate that.”

| daPorter testified that she had heard that Mrs. Madison owned Cherry Center. She guessed
that CCFS was paying rent to Mrs. Madison for the building. She did not recall the Board ever
voting to lease the property from Mrs. Madison. In her opinion, that decision would have had to
have been made by the chairman of the Board, who at that time was Rev. Joyner. Shedidnot recdl
the Board passing a resolution to increase the amount of rent paid to Mrs. Madison for Cherry
Center. Shetestified that she did not know anything about a decision to increase rentd payments
before the expiration of the lease.

Mr. Davis testified that when approving the retroactive rent increase, he thought it was
appropriate that he, as adirector, act in his daughter’s best interest because, to him, the interests of
the corporation and those of Mrs. Madison were the same.

(2) Colony Park

A few weeks before the March 22, 1999 resolution to pay “prorated back rent,” the Board
met on March 5, and the minutes reflect a discussion of the need for additional space beyond that
occupied in the Cherry Center. The minutes reflect that Mrs. Madison reported a need to acquire
more office space across the street, and explained what offices or functionswould be moved. “The
Board suggested that she look into leasing additional space.” Across the street from the Cherry
Center were buildings known as Colony Park. At the time thisneed for more space was brought to
the Board, Colony Park was owned by someone else. That situation soon changed.

Approximately two weeks after CCFS approved the resolution giving Affordable Homes

$437,000in“prorated back rent,” the M adi sons purchased 2771 Colony Park Drive (“Colony Park™)
and four other parcels of real property including 2755, 2759, 2763, and 2768 Colony Park Drivefor
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approximately $1,083,500.>* In May of 1999, the Madisons transferred one of the parcelsto Rev.
Joyner, one of the members of the Board of Directors who signed the $437,000 resol ution.*

Rev. Joyner explained the transaction, stating hewent to the auction where all the parcelsin
Colony Park were sold. He intended to purchase 2755 Colony Park, but was unsuccessful because
he could not bid on all theparcels. The Madisons, however, successfully bid on al the parcelsand
acquired them. They paid $250,000 for the parcel identified as 2755 Colony Park, and sold it to him
for $300,000.

A little over amonth after the purchase, CCFS entered into aone-year lease, beginning June
1, 1999, and ending July 30, 2000, with Affordable Homesa/k/a Affordabl e Properties Management
for office space at 2771 Colony Park. The annual rent on the property was $31,530.> CCFS
renegotiated the lease for the Colony Park property on July 20, 2000. The term was extended from
July 30, 2000, to December 31, 2000. The annual rent on the property increased from $31,530 to
$44,961.

CCN also entered into a lease for office space at 2771 Colony Park from Affordable
Properties Management for aone-year term beginning June 1, 1999, and ending July 30, 2000. The
annual rent on the property pursuant to the lease was $36,785. That leaseisfor 3,003 squarefeet of
space; nothing in the record indicates the square footage leased by CCFS or the total amount of
square footage in the building.

Colony Park wasin astate of disrepair when it was purchased by the Madisons. Therewere
leaksin the roof and repairs were needed to correct problems with the floor and the ceiling. Under
the terms of the leases, CCFS and CCN were responsible for maintenance and repairs at Cherry
Center and Colony Park. Therecordis not clear asto who paid for initial substantia repairs and
improvements.

F. Investment of CCFS and CCN Funds
MemphisFirst Corporation (“MFC”) and MemphisFirst Community Bank (“MFCB”) were

chartered in 1999 by the State of Tennessee. MFCB isawholly owned subsidiary of MFC, a bank
holding company. Mrs. Madisonisanincorporator and member of the Board of Directorsfor MFCB

51The purchase occurred on April 5,1999.

52On July 2, 1999, the Madisons also conveyed 2759 Colony Park Drive to PhylissHerring, the sister of Mrs.
Madison, for $300,000.

53Although CCFS and CCN do not dispute the existence of the lease for Colony Park or the terms thereof, they
object to the exhibitsrelied upon by the Attorney General in alleging these facts. While the first reference to the lease
isto a document filed apparently without a supporting document, the lease in question actually appears several places
in the record, including as an attachment to an affidavit from a DHS official certifying that CCFS filed the lease in
support of its application for reimbursement.

-34-



and a member of the Board of Directors for MFC. Mrs. Madison is also an investor in MFC
because, asadirector, sheisrequired to own & least 1% of the stock. She and her family members
have made significant investmentsin MFC common stock.> Rev. Joyner, a CCFS Board member,
was also a member of the Board of both the bank and the holding company. He was dso a
shareholder, having purchased $100,000 of stock initially. He described Mrs. Madison and himsdlf
as founders of the bank.*

Rev. Joyner testified he discussed investment in the bank by CCFS by telephone with Rev.
Ware, Ms. Braxton, Mr. Davis, and Mrs. Madison. On September 10, 1998, Rev. Joyner, C.E. Ware,
and Vivian Braxton signed aresol ution authorizing CCFSto purchase $190,000 in stock from MFC
at $10 per share.®® They also signed a resolution authorizing CCN to purchase $110,000 of stock
from MFC at $10 per share. During fiscal years 1998 and 1999, according to the auditor, the
corporéions invested approximately $300,000 to purchase 30,000 shares of common stock issued
by MFC. According to the receiver and the bank, CCFS owned 19,000 shares, and CCN owned
11,000.>” The stock of MFC is not traded on the stock exchange or an open market. The
corporations assert, however, that thereis a market for the stock and that it can be readily sold and
traded.

Rev. Ware testified he was not present at the meeting where the Board approved the
investment in the bank, but he knew about it at the next meeting and “never did ask the questions
of theexact amount.” Heidentified theresolution approving purchase of stock inthebank including
his signature and that of Rev. Joyner, Ms. Braxton, and Mrs. Madison. He had said a quorum was
four people, since the Board had seven members. Mrs. Madison was not a member of the Board,
so the resol ution was approved by three Board members, one of whom had afinancial interest inthe
bank and served on its board.®

G. Action Taken by Individual Board Members of CCFS and CCN
The testimony of several Board members demonstrates that they were less than vigilant or

probing in examining corporate activities and in remaining knowledgeable about the corporation.
They relied upon Mrs. Madison for information and recommendationsand generally did not question

54This statement of fact was undisputed by the corporations.

55DarreII Thomas was also a member of the boards of both the bank and the holding company. He became a
member of the Board of CCFS in 1999, apparently after the decision to invest in the bank.

56 . . . . . . . .
Mrs. M adison signed the resolution as a witness in her capacity as executive director.

57According to the corporations' brief, CCFS made the entire purchase, and 19,000 shares were titled in the
name of CCFS, while 11,000 shares were titled in the name of CCN “and donated to that entity.”

58 . . . . . .
The investment decision was clearly a conflict of interest transaction because of Mrs. Madison’s and Rev.

Joyner’s involvement with the bank. Approval by the board for such a transaction requires approval by a majority of
the members of the board who have no direct or indirect interest in the transaction. Tenn. Code Ann. § 48-58-303(d).
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her recommendations. For example, Rev. Waretestified hedid not know if Mrs. Madisonwasbeing
compensated by both corporations, or by one on behalf of both, and he did not inquireinto it. He
alsotestified that he was not aware of the financid condition or resources of CCFS; he did not look
at financial statements; he had not ever looked into the financial condition of the corporation. The
testimony of several Board membersindicatestheir lack of knowledge of the dutiesimposed by law
upon corporate directors.

The Board was reconstituted due to someresignations.® As discussed earlier, this “new”
Board, inthefall of 2000, reviewed some previouscorporate transactionsand retroactively approved
many of them. In addition, the* new” Board, in October of 2000, provided indemnification for Mrs.
Madison’s legal defense.

The Board had adopted new bylaws on August 3, 2000. Mr. Mosley, Mr. Thomas, Rev.
Ware, and Mrs. Porter werethedirectorsin attendance. Thosebylawsincluded aprovision alowing
the corporation to indemnify officers and directors in accordance with Tenn. Code Ann. 8§ 48-58-
507.%° The minutes of an October 18, 2000 meeting reflect that because the corporation’ s attorney
could not also represent Mrs. Madison, the Board voted unanimously®* to indemnify Mrs. Madison
for legal feesfor her separate attorney, A.C. Wharton.®? The decision wasbased, in part, on thefact
that the corporation had provided legal expenses to Board members.

At a later meeting, the board reaffirmed the indemnification and approved a written
indemnification agreement. The minutes reflect that the Board had previously examined all
transactions questioned by the State in working with its attorneysto preparefor al thelitigation and
in preparing for Grand Jury testimony, and the Board determined that the members knew of no facts
that would precludeindemnification of Mrs. Madison. Present at that meetingwereMr. Mosley, Mr.

59Vivian Braxton and D onna Gravesresigned from the Board on November 30, 1999, and Darrell Thomaswas
elected secretary. Rev. Joyner resigned on March 23, 2000, and Mrs. Porter agreed to act aschairman of theboard. On
May 30, 2000, the Board voted to accept Clarence Mosley as a member, and he was later elected chairman.

60ThaI provision allows indemnification of an officer, to the same extent of adirector, for expenses, including
counsel fees, incurred with respect to “any threatened, pending, or completed action, suit or proceeding whether civil,
criminal, administrative, or investigative and whether formal or informal.” Tenn. Code Ann. § 48-28-501(7). A
corporation may indemnify a director made a party to such a proceeding because of his status as director, if: (1) the
individual acted in good faith; (2) if the conduct was in the capacity of corporate director, the individual reasonably
believed that his or her conduct was in the corporation’s best interest and, if the conduct was not made in the capacity
of acorporate director, that the conduct at least was not opposed to the corporation’s best interests; and (3) in the case
of any criminal proceeding, the individual had no reasonable cause to believe the individual’s conduct was unlawful.
Tenn. Code Ann. § 45-58-502(a).

61Attending the meeting were Mr. M osley, Mr. Thomas, Rev. Ware and Mrs. Porter.
62The new bylaws provide that any indemnification shall be made by thecorporation only upon a determination
inaspecific casethatindemnificationisproper because the of ficer or director hasmet the applicable standard of conduct.

Such determination is required to be made by a majority vote of a quorum consisting of members who were not parties
to such action or proceeding or, if no such quorum is obtainable, by independent legal counsel or by the members.
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Thomas, Rev. Ware and Mrs. Porter. The written indemnity agreement includes a provision
requiring Mrs. Madison to repay any expenses advanced by the corporation if it is ultimately
determined that she is not entitled to indemnification. The agreement references two lawsuits
brought by the State, including this one, and agrand jury investigation into the day care industry in
Shelby County.

Aspart of hisargument that the corporationsare unableto carry on their charitabl e purposes,
the Attorney General asserts that this indemnity agreement is unlawful because: (1) it was not
included in the budget approved by thetrial court; and (2) it does not comply with the statute. The
Attorney General alleges various procedural defects in the approval of indemnity, but the Board
made the requisite findings in its November 17, 2000 meeting where it approved the actual
agreement.

In the main, the Attorney General asserts that Mrs. Madison is not entitled to indemnity.
Under the relevant statutes, indemnity is not available “in connection with any other proceeding
chargingimproper persond benefit to thedirector [or officer], whether or not involving actioninthe
director’ s[or officer’ g] officia capacity, in which the director was adjudged liable on the basis that
personal benefit wasimproperly received by the director.” Tenn. Code Ann. §48-58-502(d)(2). In
addition, no indemnification may be made to a director or officer if ajudgment adverse to that
individual establishes hisor her liability for: (1) breach of the duty of loyalty; (2) acts or omissions
not in good faith; or (3) for unlawful distributions pursuant to Tenn. Code Ann. § 48-58-304. Tenn.
Code Ann. § 48-58-509(a).

While we agree that the complaint seeking dissolution of the corporations alleged that
personal benefit and unlawful distributions werereceived by Mrs. Madison and, &t least impliedly,
that she breached her duty of |oyalty to the corporations, thislawsuit doesnot directly raisetheissue
of potentia persond liability of Mrs. Madison. Neither thetrial court nor this court has been called
upon to adjudge her personally liable.

Because CCFS conditioned its advance of expensesfor counsd upon repayment if itislater
determined Mrs. Madison was not entitled to indemnification, we cannot agree with the Attorney
General that theaction of the Board inindemnifying Mrs. M adi son upon advice of corporate counsel
who wasfaced with the potential of representing clientswith conflicting interestsisanillegal action
or that it is another example of misapplication of funds.

We are concerned, however, that actual payment of advancesfor attorney fees may violate
thetrial court’ sorder which wasin place at thetime of theindemnification agreement. Further, after
thetrial court’s appointment of areceiver, any expenditures by the corporations would be subject
to the receiver’s and the court’s approval. Consequently, we conclude that the issue of whether
payment of advances can actually be made should be determined by the trial court.
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V1. The Determinative Issue - Private Gain or Public Good

On appeal, the corporations argue that the trial court erred in denying their motion for
summary judgment and also erred in granting the Attorney General’s motion. In particular, they
assert that the Attorney Generd failed to establish undisputed proof of, and that the corporations
conclusively negated, allegations that the corporations had conducted business in a persistently
fraudulent or illegal manner. CCFStakesthe position that the Attorney General failedto provefraud
because he failed to show: (1) that the corporations made any intentional misrepresentation; (2)
failed to disclose amaterial fact when under a duty to do so;® or (3) that anyone reasonably relied
on any misrepresentations and was injured because of that reliance

The corporations take the same position with regard to the ground alleging corporate assets
were wasted or misapplied. That is, they assert that the Attorney Genera failed to prove and the
corporations conclusively negated the existence of such statutory grounds and assert that the
Attorney General had argued that the crux of his case was that non-profit assets had been diverted
through a series of self-dealing transactions. First, the corporations arguethat all of the assertions
of waste and misapplication involved only mattersand transactionsthat had occurredin the past, but
that the relevant statute, Tenn. Code Ann. § 48-64-301(a)(1)(E), uses the present tense and requires
proof that assets “arebeing misapplied or wasted.” CCFS argues that “[t]his language makes clear
that the statute is designed to prevent therisk of current waste or misapplication.” According to the
corporaions argument, the current board of directors has made diligent and prudent efforts to
preserve corporate assets and to address and correct past acts complained of by the Attorney General
and there was no proof that assets are currently being misapplied or wasted.

The corporations also assert that the evidence was insufficient to establish waste or
misapplication of assets as a matter of law, even with regard to past operation. In particular, the
corporations assert that none of the alleged conflict of interest or self-dealing transactions were
shown to be unfair to the corporation; that the Board approved and/or later ratified al the
transactions; that the transactions, including the compensation paid to the executive director and her
husband, were reasonable, or that the reasonableness thereof is a matter of disputed fact; and that
personal expendituresfor trips and purchases originally paid for by CCFS were eventudly charged
to the employees as additional compensation.

It is not necessary for this court to address the corporations arguments regarding the
sufficiency of the proof of fraudulent or illegal operations; neither must we address the arguments
as to whether specific transactions constituted a waste or misapplication of assets. We are of the
opinion that the trial court correctly recognized the central issue in this case: whether the
corporations complied with the requirements of nonprofit public benefit corporations in fulfilling
their charitable or nonprofit purposes, or whether they were operated for private financial gain. To
the extent the corporations were operated for private gan, their assets were misapplied. Thus, the

63CCFS contends that all related party, conflict of interest, or similar transactions were disclosed to its
independent auditor, who reported them in its audits.

-38-



guestion is whether the undisputed facts demonstrate that CCFS and CCN were operaed for the
private benefit of Mrs. Madison, her family, or other corporate insiders.

A review of the record, specificdly the facts as set out above, leads to the inevitable
conclusion that the corporations were operated for the private gain of Mrs. Madison, her family,
and/or other individualsin control of the corporations. The facts demonstrate a consistent pattern
of disregard of the corporations as separate entities from Mrs. Madison. They also demonstrate a
disregard of the fundamental nature of a nonprofit public benefit corporation.

Even based on the figures provided by the corporations, although they are not entirely
reconcilable, Mrs. Madison waspaid asubstantid salary, but was regul arly awarded bonuses of 50%
or moreof her stated salary. Corporate recordsand corporate memory are ambiguous about the exact
amounts so paid, athough several $50,000 bonuses were awarded her. The corporations’ inexact
records on this issue simply demonstrate the inattention paid to distributions to Mrs. Madison by
anyone other than Mrs. Madison. Although the corporations attempt to justify the rasesin salary
and the large bonuses as merited by the success of the program, including the financial success, that
argument misses the point. The goal of a nonprofit public benefit corporation is not to generate
profit; neither isit to reduceits*” profit” or excess revenues by increasing operating expenses which
enrich corporateinsiders. Excessrevenuesareintended to be used to further the charitable or public
benefit mission of the corporation. We do not imply that apublic benefit corporation cannot reward
itsofficerswith salary increasesor other compensati onif that compensation isreasonable. Although
the corporations argue vehemently that they proved that Mrs. Madison’ s salary was reasonabl e, that
proof was related to her 2000 salary disclosed as $125,000, an amount the corporations describe as
the highest salary level she reached. We find no proof to support an argument that regular yearly
grants of additional compensation of 50% or more of her salary®* is reasonable. In any event, itis
not a question of whether any particular amount was proven to be reasonable or unreasonable.
Rather, the apparently cavalier way in which the corporation regularly gaveitscreator and executive
director significant “additional compensation” plusher alsoincreasing salary demonstratesto usthat
the corporations assets were treated as aready source of economic benefit to an individual.

Another example of themanner in whichthe corporate resourceswere used invol ves payment
for persond expenses. Mrs. Madison freely used corporate funds for persond expensesfor herself
and her family, such as the travel described earlier. In those instances, no one in the corporation
apparently questioned the original payment of the expenses by the corporation, and the corporation
was never repaid, even though there is no dispute that the trips had no business purpose.

The use of corporate revenue for private gain is dramatically exemplified in the real estate
and leasing transactions. Twice Mrs. Madison informed the Board that CCFS needed additional

64If we accept the corporations statement that Mrs. Madison continuously received salary increases reaching
a salary of $125,000 by the year 2000, the corporations’ statement that her compensation in FY 98-99 was $125,000,
and the corporate records that she was awarded a $50,000 bonusin December of 1998, we must conclude that her salary
was less than $100,000 prior to FY 1999-2000.
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space, then purchased real property meeting that need, and leased that real property to the
corporations. She made the second purchase, Colony Park, shortly after CCFS had paid her
$437,000 in “prorated back rent” for use over the past 38 months of 20,000 square feet of space
when CCFS could not have occupied that amount of space during that time, at a higher rate per
sguare foot than CCFS had contracted to pay for that 38 months, and after the rate per square foot
had already been increased during the term of the lease. Members of the Board who approved this
payment were unableto explain how thispayment could havebeen in the corporation’ sinterest. The
new Board concluded that Mrs. Madison and her husband had been overpaid in rent from May 1995
intheamount of $502,838. Thus, it isobviousthat the new Board did not consider the prorated back
rent payment, or apparently other rental amounts, to be fair to the corporaion. More significantly,
the new Board obviously determined therent “ overpayment” to have been an ingppropriae expense
the corporation should not have paid.

Theleasing by the corporations of space owned by the M adisonsrai ses significant questions
because, among other things, the record does not indicate any atempt to locate other space or
compare rental amounts. Theincreasesin rent during the terms of the leases are difficult to justify
as being in the interest of the corporations and are unjustified in the record before us. Even these
decisions, however, pale in comparison to the remarkable act of giving Mrs. Madison, or her
company, $437,000 on the basis of “prorated back rent” which the corporations were clearly not
liable for. Thereisno clearer example of the total disregard exhibited toward the interests of the
corporations and the furtherance of its public benefit mission.

Theinvestment of substantial sumsinabank inwhich Mrs. Madison, her family, andaBoard
member had a substantial financial interest, and on whose board Mrs. M adi son and the CCFS Board
member sat, also demonstrates a disregard of the legal requirementsfor such transactions. Those
requirements exist, in part, to protect the nonprofit corporation’s assets and to avoid insider
economic benefit. Once again, thosein control of the corporations abandoned their duty to see that
these assets were used to further the corporations' public benefit mission.

These circumstances as well as others demonstrate a failure of those in control of the
corporations to ensure adherence to the basic requirement of anonprofit public benefit entity: that
it be operated exclugvely for acharitable purpose, that it serve apublic rather than aprivateinterest,
and that its income or assets not be distributed to individuals in control of the entity. The
corporations herein fail thetest of whether they have been operating as true nonprofit corporations,
“whether the corporation isbeing exploited for direct monetary gain.” FLETCHER, supra, at § 68.05.
Thetria court determined that the corporationshad abandoned any public or charitable purposesand
had pursued privateinterests. Our independent review of the record fully supportsthat conclusion.

VII. The Business Judgment Rule
Whilewe need not specifically addresssome of theissuesrai sed by the corporationsbecause

they relate to grounds other than the one we find determinative, there remans one argument which
we interpret as a general defense to dissolution. In essence, the corporations argue that they
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established adefenseto many of the Attorney General’ sallegations because thedirectors’ judgment
with respect to the challenged financial transactions was insulated from “second-guessing” by the
businessjudgment rule. Essentialy, the corporations argue that decisions by the Board regarding
compensation, payment of expenses, investment, leasing, etc. are committed to the sound discretion
of the Board and should not be second-guessed by the courts.

Tennessee courts recognize and follow the business judgment rulein certain circumstances.
This court has explained the underpinnings of the rule as follows:

Tennessee’ scourtshaveconsistently followed anoninterventionist policy withregard
to internal corporate matters. They have recognized that directors have broad
management discretion. Chism v. Mid-South Milling Co., 762 S.W.2d 552, 556
(Tenn. 1988) (discretionin employing or discharging corporate officers); Wallace .
Lincoln Sav. Bank, 89 Tenn. 630, 636, 15 S.W. 448, 449-50 (1891). Accordingly,
they have declined to substitute their judgment for that of a corporation’s board of
directors when the board has acted in good faith and in the exercise of honest
judgment in the lawful and legitimate furtherance of corporate purposes. Frenchv.
Appalachian Elec. Coop., 580 S.W.2d 565, 570 (Tenn. Ct. App. 1978); Range v.
TennesseeBurley Tobacco GrowersAss' n, 41 Tenn. App. 667, 675, 298 S.\W.2d 545,
549 (1955), cert. denied, 355 U.S. 813, 2 L. Ed. 2d 30, 78 S. Ct. 11 (1958).

Lewisv. Boyd, 838 SW.2d 215, 220 (Tenn. Ct. App. 1992).

Whereit applies, the businessjudgment ruleis apresumption that acorporation’ sdirectors,
when making a business decision, acted on an informed basis, in good faith, and with the honest
belief that their decision was in the corporation’s best interest. Id. The rule does not apply where
thereisno conscious decision by board membersto act or refrain from acting. McCall v. Scott, 239
F.3d 808, 816 (6th Cir. 2001). The rule does not apply when the director or officer has an interest
inthedecision, did not actually make adecision, or madean uniformed decision. Lewis, 838 SW.2d
at 220-21; Hall, 1996 Tenn. App. LEX1S 384, at *19-* 20; 3A FLETCHER, supra, at § 1036.%

As some courts have hdd, the business judgment rule “extends only as far as the reasons
which justify its existence.” Resolution Trust Corp. v. Acton, 844 F. Supp. 307, 314 (N.D. Tex.
1994) (quoting Joy v. North, 692 F.2d 880, 886 (2d Cir. 1982), cert. denied, 460 U.S. 1051, 103 S.
Ct. 1498 (1983)). Because of thereasonsfor its creation, the rule does not apply to decisionswhich
breach the duty of loyalty. The business judgment rule was deveoped by the courts to protect
corporate management from liability for mistakes in business judgment. 5 FLETCHER, supra, at §
2104. Thus, theduty of care isimplicated, not the duty of loyalty.

65Based on these criteria, it is arguable, and the Attorney General has argued, that the actions by the original
boardsin approving the various challenged transactions do not qualify for the protection of the business judgment rule.
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Thebusinessjudgment rule devel oped concurrently with theduty of care. Infact, the
cases in which courts originally articulated the duty of care also discussed the
businessjudgment of directorsand officers. Many of these early cases simply stated
that directors and officers were not liable for honest mistakes or errors of judgment.
Other cases held that directors and officers incurred liability only for errors “of the
grossest kind.” Several courts and commentators have articulated their own
formulations of the business judgment rule. The rule basically states that if any
rational business purpose exists for directors or officers' decisions, they are not
liablefor errorsin judgment when their decisions result in an unfavorable outcome
for the corporation. . . .

Thomas A. D’ Ambrosio, et al, Soecial Project: Director and Officer Liability, 40 VAND. L. REv.
599, 614-15 (April 1987).

Because the rulewas devel oped to analyze duty of careissues, “courtsdo not typically apply
the business judgment rule to duty of loyalty issues.” Hall, 1996 Tenn. App. LEXIS 384, at * 20.
Seealso 3 FLETCHER, supra, at 8§ 837.60 (stating that generally, the rule does not apply where there
isabreach of the duty of loyalty).

... if thedirectorsor officersareunableto provefull disclosure or fairness, they may
beliablein damages or the court may rescind thetransaction. The businessjudgment
rule provides no shelter for directorsand officers who breach the duty of |oyalty.

D’ Ambrosio, supra, at 628. See also Brody, supra, at 1424-25 (stating that the business judgment
ruleisusedin reviewing directors duty of care and insulatesdirectorsfrom liability for mistakesin
judgment exercised without divided loydty). Asexplained earlier inthisopinion, adirector’ s duty
to ensure that a nonprofit public benefit corporation operate so as to further its public interest
purposeis part of the duty of loyalty.

Thebusinessjudgment rule hasapplication asapotential defenseintwo situations: (1) where
officers or directors face personal liability; and (2) where the corporation (generally through
shareholdersin aderivative action) seeksto void adecision of or transaction approved by the board.
Neither situationispresent herein. The Attorney General does not seek monetary damagesfrom any
member of the board for breach of fiduciary duties. Nether does he seek to set aside or invdidate
any particular transaction. Instead, this action is maintained under Tenn. Code Ann. § 48-64-301
under which the Attorney General isauthorized to act in the publicinterest to ensure that anonprofit
public benefit corporation is not operated for private gain.

Thus, although the businessjudgment ruleis generally applicable to nonprofit corporations,
seeBurkev. Tennessee Walking Horse Breeders' and Exhibitors’ Association, No. 01A01-9611-CH-
00511, 1997 Tenn. App. LEXIS 378 (Tenn. Ct. App. May 28, 1997) (no Tenn. R. App. P. 11
applicationfiled); 5 FLETCHER, supra, at 8§ 2104, it isnot adefenseto dissol ution for misapplication
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of corporate assets by operating for privategain. Although directors of nonprofit corporations may
be entitled to the protection of the busness judgment rulein some situations,
Neverthel ess, charitable or nonprofit corporations are generally subject to statutory
supervisory authority of the attorney general, who may institutejudicia proceedings
for mismanagement by the directors or trusteesof the corporation or in exceeding or
failing to carry out its charitable or corporate purpose.

5 FLETCHER, supra, at § 2104.

We concludethat the businessjudgment rule has no application to the case before us. While
the business judgment rulereflectsajudicial policy of decliningto substitute a court’ sjudgment for
that of a corporation’s directors when they have acted in good faith and in the exercise of honest
judgment infurtheranceof corporate purposes, Frenchv. Appalachian Elec. Coop., 580 S.W.2d 565,
570 (Tenn. Ct. App. 1978), that policy has no application to alegations that a public benefit
corporation has abandoned any charitable purpose and has pursued private, rather than public,
interests. Similarly, while Tennessee courts have adopted anon-interventionist policy with regard
to internal corporate matters, McRedmond v. Estate of Mariandli, 46 S.W.3d 730, 736 (Tenn. Ct.
App. 2000), that policy is inapplicable here because the legislature has specificaly given the
Attorney General and the courts authority and responsibility to ensurethat nonprofit public benefit
corporations operate in the public interest and not for private gain. The public policy of this state,
as expressed by the legidature, is that the Attorney General and the courts intervene in such
situations becausethe publicinterest isinvolved and the activitiesinvolved are not merely “internal
corporate matters.”

V1II. Protective Order

During discovery, the corporations sought to depose the Attorney Generd, Paul Summers,
and Paul Givens, an employeeof the Comptrol ler of the Treasury. The Attorney General sought and
was granted a protective order against these depositions. The corporations herein appeal from that
decision.

The granting or denying of a protective order relative to discovery procedures rests within
the sound discretion of thetrial court. Tenn. Dep't of Commerceand Ins. v. FirgTrust Money Servs.,
Inc., 931 S.W.2d 226, 230 (Tenn. Ct. App. 1996). Such a discretionary decision is reviewed for
abuse of discretion. Id. The burden of establishing abuse of discretion is on the party seeking to
overturn thetrial court’sruling on appeal. Ballard v. Herzke, 924 SW.2d 652, 659 (Tenn. 1996).

Under the abuse of discretion standard, atrial court’sruling ‘will be upheld so long
as reasonable minds can disagree as to the propriety of the decision made.” A trial
court abuses its discretion only when it ‘applies an incorrect legal standard, or
reaches a decision which is against logic or reasoning or that causes an injustice to



the party complaining” The abuse of discretion standard does not permit the
appellate court to substitute its judgment for that of thetrial court.

Eldridge v. Eldridge, 42 SW.3d 82, 85 (Tenn. 2001) (citations omitted).

Thecorrect standard to be applied in ruling on amotion for protective order isfoundin Rule
26.03 of the Tennessee Rules of Civil Procedure, which providesin pertinent part:

Upon motion by a party or by the person from whom discovery is sought, and for
good cause shown, the court in which the action is pending may make any order
which justice requiresto protect a party or person from annoyance, embarrassment,
oppression, or undue burden or expense. . . .

There is nothing in the record before us to indicate that the trial court did not apply this
standard.

On appeal, the corporations argue they should have been alowed to depose the Attorney
General to test the factual basis for the allegations of fraud, illegal conduct, and waste. The
corporations do not, however, assert that they were unable to obtain information regarding the basis
for these allegationsfrom other sources. They point to no disadvantage they suffered because of the
protective orders. They admitted anumber of the factswhich arethe basisfor the complaint and are
the basis for the trial court’s and this court’ s decision that the corporations were used for private
gain. We cannot find that the corporations suffered an injustice from the grant of the protective
orders.

Consequently, we find that the trial court did not abuse its discretion in granting the
protective orders.

IX. Conclusion
In granting summary judgment, the trial court stated:

... the Court has gone over the factsin this case several times, and the Court has
considered the affidavits filed by the parties, the memoranda of law filed by the
parties, the arguments of counsel in support of their positions. Fromall of that, the
Court is of the opinion and finds that the Attorney General’s motion for summary
judgment should be granted and is granted and defendants' motion for summary
judgment, for both defendants, those motions for summary judgment are denied.
That isto say, that the Attorney General is entitled to have areceiver appointed for
these two corporations, and that he's entitled to proceed with dissolution based on
the statute, in accordance with the statute . . . . | a'so need to say that . . . the Court
bases its ruling on the fact that the Court is of the opinion that the defendants have
abandoned their public purpose and have devoted their activities toward a private

-44-



purpose which the Court finds is not in keeping with the statute pertaining to
nonprofit corporations. So for that reason under the statute, the Attorney General has
authority to take action in a case like this. He has authority under the statute to
supervise nonprofit organizations and, of course, he represents the public interest. .

After acareful consideration of therecord, wehavedetermined that thetrial court wascorrect
in granting summary judgment for the Attorney Genera, appointing a receiver, and ordering the
dissolution of CCFS and CCN. Therefore, we affirm the decision of thetrial court and remand the
casefor any further proceedings consistent with this opinion which may be necessary. The costs of
this appeal are taxed to Cherokee Children and Family Services, Inc. and Cherokee Children
Nutrition, Inc., for which execution may issue if necessary.

PATRICIA J. COTTRELL, JUDGE



